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PREFACE 

This  book  represents  the  result  of  many  years'  experience  in 
teaching  economics  to  beginners  at  Yale  University.  That  experi- 
ence imposed  upon  us  a  rather  intimate  acquaintance  with  the 
many  books  on  economic  principles  available  for  use  as  texts  in 
college  classes  and  convinced  us  of  the  desirability  and  likewise  of 
the  possibility  of  preparing  a  more  useful  text  for  the  purpose  of 
helping  college  students  to  a  knowledge  of  the  fundamental  facts 
and  principles  of  the  economic  world  in  which  they  live.  That  is 
the  sole  purpose  of  this  book.  Our  contribution  to  economic 
theory,  if  anything  at  all,  is  slight.  The  book  is  not  written  for 
the  edification  of  the  mature  student  of  economics.  It  is  strictly  a 
book  for  beginners  and  the  teachers  of  beginners. 

Adherence  to  this  purpose  has  indicated  certain  rules  for  our 
guidance  and  imposed  certain  restrictions  upon  us.  We  have 
sought  generally  to  avoid  controversial  subjects.  As  a  rule  the 
treatment  has  been  confined  to  topics  upon  which  the  science  of 
economics  may  fairly  be  said  to  have  reached  definite  conclusions. 
Occasionally,  when  this  rule  could  not  be  followed,  we  have  stated, 
somewhat  dogmatically  perhaps,  what  we  consider  sound  conclu- 
sions as  to  subjects  upon  which  there  may  still  be  real  difference  of 
opinion  among  economists  of  authority.  We  do  not  believe  that 
the  beginning  student  profits  greatly  from  that  type  of  discussion 
which  presents  arguments  on  both  sides  of  a  controversial  question 
and  leaves  him  to  draw  his  own  conclusions.  Such  matters  belong 
in  the  more  advanced  courses.  There  is  plenty  of  material  to 
occupy  fully  the  elementary  course  in  economics  without  going 
into  those  fields  upon  which  economic  science  has  not  reached  at 
least  fairly  definite  conclusions. 

This  limitation  of  the  field  makes  easier  the  strictly  scientific 
treatment  to  which  we  have  sought  to  adhere.     Our  purpose  is 
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to  present  the  facts  and  the  principles  of  economics  —  to  dis- 
close the  truth.  With  the  ethical  or  moral  problems  which  arise 
upon  this  economic  foundation  we  are  not  concerned,  except  only 
as  prevailing  judgments  upon  such  matters  may  themselves  be- 
come the  subject  matter  of  scientific  economic  inquiry.  Our 
purpose  is  to  aid  the  student  to  discover  how  things  are,  not  how 
they  ought  to  be.  We  have  no  case  to  establish,  and  we  offer  no 
propaganda. 

Addressed  as  it  is  to  beginning  students,  this  is  essentially  an 
elementary  book.  We  have  sought  to  spare  the  student  the  con- 
fusion that  comes  from  taking  for  granted  knowledge  which  he 
cannot  fairly  be  assumed  to  possess,  and  the  treatment  is  corre- 
spondingly elementary.  We  have  sought,  by  giving  care  to  such 
things  as  definition  of  technical  terms,  sequence  of  topics,  and 
simplicity  of  style,  to  enable  the  beginning  student  to  follow  the 
discussion  without  undue  difficulty.  It  is  not  to  be  denied  that 
certain  parts  of  the  subject  of  economics  arc  difficult.  We  have 
made  no  attempt  to  escape  such  difficulties,  either  by  avoiding 
the  difficult  topic  or  glossing  it  over  with  a  superficial  discussion. 
Rather  have  we  relied  upon  simple  and  elementary  treatment  to 
remove  unnecessary  causes  of  confusion,  in  the  belief  that  so  pre- 
sented these  topics  will  not  prove  beyond  the  capacity  of  the 
student. 

The  plan  of  the  book  has  dictated  the  continuous  combination  of 
theoretical  analysis  with  historical  narrative  and  discussion  of 
practical  problems.  It  is  our  conviction  that  this  is  a  sound  peda- 
gogical rule  for  an  elementary  treatise.  Theory  must  be  illus- 
trated and  justified  by  showing  its  relation  to  practical  affairs; 
facts  must  be  made  significant  and  interesting  by  showing  their 
conformity  to  general  principles.  "Theory"  and  "practice" 
should,  we  believe,  go  always  hand  in  hand. 

It  is  today  quite  generally  recognized  that  the  average  college 
student  does  not  possess  that  knowledge  of  the  economic  environ- 
ment which  is  necessary  as  a  foundation  for  the  study  of  economic 
principles  and  problems.  A  section  (Part  I)  devoted  to  the  study 
of  the  modern  economic  organization  and  its  development,  stress- 
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ing  the  cooperative  nature  of  modern  society  and  the  importance 
of  price  as  a  motivating  force,  is  therefore  made  an  integral  part 
of  this  book. 

The  problems  which  will  be  found  at  various  points  do  not  con- 
form to  any  rigid  rule.  They  have  been  introduced  only  at  those 
points  where  it  was  felt  that  they  would  contribute  substantial 
aid  to  the  student  in  his  efTort  to  grasp  the  principles  expounded 
in  the  preceding  text  or  would  give  useful  training  in  economic 
reasoning.  These  problems  are  obviously  illustrative  rather  than 
comprehensive,  and  the  teacher  can  readily  modify  or  expand  them 
or  ask  the  student  himself  to  construct  similar  ones. 

At  the  end  of  each  of  the  major  subdivisions  of  the  book  will 
be  found  a  classified  list  of  books  which  are  suggested  for  the  stu- 
dent's further  reading.  These  lists  are,  of  course,  not  compre- 
hensive, and  they  do  not  embrace  works  of  a  highly  advanced  or 
specialized  or  technical  nature.  They  are  intended  merely  to 
present  for  the  choice  of  the  student  certain  books  which  he  will 
find  interesting  and  profitable  reading  in  connection  with  his  first 
study  of  economics. 

As  compared  with  the  majority  of  textbooks  in  economics,  this 
book  will  appear  quite  long.  It  has  been  written  witli  the  idea 
of  comprising  the  bulk  at  least  of  the  reading  to  be  assigned  as  the 
required  work  in  a  college  course  involving  three  exercises  a  week 
for  a  full  year.  We  are  of  the  belief  that  the  present-day  impor- 
tance of  economics  justifies  the  devotion  of  that  much  time  to  the 
general  elementary  course. 

These  in  brief  are  the  more  important  principles  which  have 
guided  us  in  harmony  with  our  aim  to  give  to  those  students  who 
may  not  pursue  the  study  of  economics  further  a  broad  knowledge 
and  understanding  of  the  economic  world  of  today  and  to  others  a 
firm  foundation  for  their  further  study  of  economics  and  allied 
subjects.  It  is  in  such  matters  as  are  here  noted  that  our  contri- 
bution, if  any,  is  to  be  found. 

While  we  have  had  in  mind  predominantly  the  needs  of  college 
students,  we  are  nevertheless  bold  enough  to  believe  that  the 
requirements  thus  imposed  upon  us  will  have  made  this  book  useful 
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also  to  those  more  mature  readers  who,  for  any  reason  whatever, 
may  have  need  of  a  simple  elementary  exposition  of  the  funda- 
mental facts  and  principles  of  economics  in  the  light  of  present-day 
knowledge. 

This  book  appeared  first  in  1926.  The  present  edition  represents 
a  thorough-going  revision,  in  which  we  have  taken  advantage  of  the 
suggestions  of  many  teachers  who  have  used  the  book  during  the 
past  four  years  as  well  as  of  our  own  added  experience  in  its  use. 
Among  the  more  important  changes  are  those  which  have  been 
made  in  the  treatment  of  price  (Part  II).  Here  the  sequence  of 
topics  has  been  arranged  in  more  logical  order,  bringing  the  treat- 
ment of  marginal  utility,  etc,  and  cost  of  production  before  the 
discussion  of  market  price.  The  addition  of  numerous  examples 
from  practical  business  has  made  this  part  less  theoretical  and 
mechanical  and  reduced  the  number  of  graphs  required.  Though 
the  essential  principles  remain  unchanged,  the  new  treatment 
brings  these  principles  into  closer  relation  to  practical  business 
affairs  and  makes  the  discussion  somewhat  less  abstract  than 
before.  A  section  on  mutually  related  prices  has  been  added,  and 
the  discussion  of  monopoly  prices  is  expanded  by  including  a 
discussion  of  conditions  prevailing  before  the  point  of  maximum 
monopoly  profit  has  been  attained.  The  chapters  on  banking 
have  been  extended  to  take  account  of  recent  developments,  espe- 
cially with  reference  to  the  federal  reserve  system.  The  part  on 
distribution  has  been,  to  a  considerable  extent,  rewritten,  particu- 
larly in  the  chapters  on  rent  and  interest.  The  discussion  of  rent, 
though  less  extended  than  before,  gives  more  attention  to  the 
relation  of  rent  to  competing  uses  of  land.  The  chapter  on  govern- 
ment industry  has  been  materially  expanded  in  order  to  present  a 
broader  picture  of  the  facts  of  public  ownership  in  various  depart- 
ments of  industry.  Finally,  the  entire  book  has  been  brought  up 
to  date  with  respect  to  statistics  and  all  statements  of  fact. 

We  make  grateful  acknowledgment  of  the  invaluable  assistance 
which  we  have  derived  from  our  colleagues  in  the  Economics 
Department  of  Yale  University.  Though  the  actual  task  of 
authorship  has  fallen  to  the  three  undersigned,  this  book  repre- 
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sents  the  combined  contributions,  direct  and  indirect,  of  a  large 
group  of  teachers  who  for  many  years  hav^e  been  closely  associated 
in  the  task  of  teaching  elementary  economics  to  the  students  of 
Yale  University.  To  all  of  these,  past  as  well  as  present  col- 
leagues, we  acknowledge  our  debt.  In  particular  we  are  pleased 
to  record  our  indebtedness  to  Professor  Irving  Fisher,  whose 
Elementary  Principles  of  Economics  long  served  as  one  of  the 
principal  textbooks  in  the  elementary  economics  course  in  Yale 
College  and  whose  influence  upon  the  authors,  his  former  students, 
has  been  far-reaching ;  likewise  to  Professor  Clive  Day,  who  has 
given  valuable  suggestions  in  the  field  of  economic  history,  to 
Professor  Winthrop  M.  Daniels  for  his  assistance  in  the  prepara- 
tion of  the  chapters  on  railroads,  to  Professor  Ray  B.  Westerfield 
for  contribution  of  valuable  material  on  modern  banking  practice 
and  on  the  subject  of  risk  and  insurance,  to  Mr.  Benjamin  P. 
Whitaker  for  aid  in  gathering  material  illustrating  the  principles 
of  price,  to  Professor  IVIaurice  Davie,  who  contributed  the  chapter 
on  immigration  and  aided  us  by  assembling  the  materials  upon 
population,  and  to  Professor  Ralph  C.  Jones  for  suggestions  in  the 
field  of  accounting. 

Our  obligation  is  by  no  means  confined  to  our  Yale  colleagues. 
For  extremely  helpful  criticisms  and  suggestions,  particularly  with 
reference  to  the  treatment  of  price,  we  are  indebted  to  Professors 
Herbert  J.  Davenport,  Wesley  C.  Mitchell,  Harry  G.  Brown,  A.  B. 
Fairchild,  and  Elizabeth  Donnan.  General  acknowledgment  is 
finally  due  the  authors  of  the  standard  works  on  many  subjects 
embraced  within  the  broad  field  of  general  economics,  upon  whose 
writings  we  have  leaned  heavily  and  far  beyond  the  possibility  of 
specific  acknowledgment. 

Fred  Rogers  F.\irchild 
Edgar  Stevenson  Furniss 

Norman  Sydney  Buck 

New  Haven,  Connecticut 
March,  1930 
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PART  I 
THE  ECONOxMIC  ORGANIZATION 


CHAPTER   I 
FOUNDATIONS  OF  THE  SCIENCE  OF  ECONOMICS 

Among  the  various  sciences  which  the  pursuit  of  human  knowl- 
edge has  developed,  there  are  those  whose  subject  matter  includes 
man  himself,  and  among  these  are  certain  sciences  which  are  con- 
cerned with  the  study  of  human  beings,  not  as  isolated  specimens, 
as  in  physiology  or  human  anatomy,  but  as  members  of  social 
groups  —  families,  tribes,  villages,  states,  nations.  These  sciences 
which  have  to  do  with  man  in  his  various  relations  with  his  fellow 
men  arc  known  as  the  social  sciences,  among  which  economics 
holds  a  prominent  place. 

The  particular  province  of  economics,  which  distinguishes  it  from 
the  other  social  sciences,  is  derived  from  two  of  the  most  fundamen- 
tal principles  of  nature,  one  having  to  do  with  the  character  of  man 
himself,  the  other  relating  to  the  natural  environment  in  which 
man  lives.     I>et  us  seek  to  develop  these  two  principles  in  order. 

Human  wants.  Man  is  an  animal,  one  of  the  millions  of  species 
of  living  things,  plant  and  animal,  that  populate  the  earth. 
Nature  has  brought  man  and  all  these  other  forms  of  life  to  their 
present  state  as  separate  species  and  to  their  present  equilibrium 
among  themselves  as  sharers  of  the  earth,  through  countless  ages 
of  evolution.  The  history  of  this  process  is  a  fascinating  >>tory, 
but  one  which  enters  only  incidentally  into  the  study  of  economics. 
Our  task  is  to  inquire  into  the  nature  of  man  as  we  find  him  in  the 
world  of  today,  without  neglecting  to  give  a  nod  of  recognition  to 
the  fact  that  he  is  the  product  of  a  process  of  evolution,  which  is 
doubtless  still  going  on,  though  so  slowly  that  we  are  justified  in 
considering  man's  present  position  in  nature  as  fixed  for  all  pracr 
tical  purposes. 

The  characteristic  of  man  which  most  concerns  our  present 
inquiry  is  the  infinite  number  and  variety  of  his  wants,  and  the  first 
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stage  in  marking  out  the  field  of  economics  is  to  acquaint  ourselves 
with  the  nature  and  peculiarities  of  human  wants.  For  the  first 
step  or  two  we  find  nothing  to  distinguish  man  from  the  lower 
animals.  In  common  with  all  species  of  animal  life,  man  has  cer- 
tain organic  needs  which  must  be  met  or  he  will  die.  He  must  have 
food  and  water ;  he  must  have  air  to  breathe.  His  bodily  temper- 
ature must  be  always  maintained  somewhere  between  98  and  99 
degrees,  and  the  remarkable  thermostatic  mechanism  which  nature 
has  provided  him  for  this  purpose  cannot  cope  with  excessive  expos- 
ure to  heat  or  cold.  Hence  man  requires  certain  forms  of  clothing 
and  shelter,  depending  upon  the  climate.  ]\Ian  is  also  subject  to 
attack  by  natural  foes,  and  he  must  therefore  have  the  means 
wherewith  to  defend  himself  or  to  escape.  The  simplest  means 
appropriate  to  satisfy  these  fundamental  organic  needs  are  called 
"  necessities,"  in  the  narrowest  sense  of  that  somewhat  overworked 
term. 

But  now  we  come  to  a  sharp  distinction  between  man  and  the 
jower^animals.  The  latter  are  satisfied  when  the  necessities  of  life 
are  met.  With  man  the  necessities  are  only  the  beginning.  No 
sooner  are  they  met  than  he  reaches  out  for  the  satisfaction  of 
other  wants,  for  the  "  luxuries."  Even  the  means  whereby  mod- 
ern men  satisfy  the  fundamental  organic  needs  have  passed  far 
beyond  the  realm  of  bare  necessities.  This  attribute  of  man  is  so 
fundamental  to  every  phase  of  human  life,  and  in  particular  to 
man's  economic  activities,  that'  we  must  take  pains  to  grasp  its 
full  import  even  at  the  risk  of  what  may  at  first  sight  appear  as  an 
elaboration  of  the  obvious. 

Food,  clothing,  and  shelter.  Food  is  necessary  to  prevent 
starvation,  of  course ;  but  that  is  not  what  the  average  person  is 
thinking  about  as  he  seats  himself  at  the  dinner  table.  He  is 
thinking  of  the  joy  of  eating.  He  studies  the  menu.  He  rejects 
oysters  and  decides  on  clams.  He  scans  the  soup  list.  He  ponders 
on  the  choice  of  roasts :  chicken,  turkey,  beef,  lamb,  etc. ;  and  so 
on  down  through  the  vegetables,  salad,  dessert,  fruit,  and  coffee. 
This  ceremony  is  something  more  than  the  warding  off  of  starva- 
tion.    And  the  same  is  true,  only  in  lesser  degree,  of  the  simplest 
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home  table.  To  theiiiriginal  hunger,  instinct  has  heeii  added  a. host 
of  tastes  and  desires,  so  that  we  demand  of  food  a  good  deal  more 
than  that  it  keep  us  alive.  The  strong  desires  that  have  been 
imposed  upon  the  foundation  of  the  drink-seeking  instinct  are  too 
well  known  to  need  elaboration.  Drinking  is  certainly  not  con- 
fined to  the  supply  of  moisture  to  keep  the  body  alive. 

The  necessity  of  protection  from  heat  and  cold  gives  rise  to  the 
desire  for  clothing.  But  to  the  modern  civilized  man  or  woman 
clothing  means  a  good  deal  more  than  this.  InJiUyiu;;  a  >uit  far 
more  attention  iii  given  to  the  pattern,  the  cut,  the  ^tyle,  the  fit 
of  the  garments  than  to  their  cold-resisting  qualitie:j.  Ilats,  coats, 
dresses,  shoes,  stockings,  collars,  ties,  and  so  on  down  the  list  — 
how  much  of  all  this  could  be  eliminated  if  all  we  wanted  were 
protection  against  the  elements !  In  fact  the  demand  of  civilized 
man  for  clothing  is  fully  as  much  a  response  to  vanity,  and  it  is 
well  known  that  in  climates  where  clothing  is  not  a  necessity  such 
clothing  as  is  worn  by  the  savages  is  often  the  result  of  the  desire 
for  ornament  to  satisfy  the  wearer's  vanity. 

In  most  climates  some  sort  of  shelter  is  a  necessity.  The  Eskimo 
with  his  snow  house  and  the  tropical  savage  with  his  palm  leaf 
thatch  on  a  bamboo  frame  are  catering  to  this  elementary  want 
and  not  much  more.  But  the  dwellings  of  civilized  men,  from 
ancient  days  down  to  the  present,  have  been  much  more  than  this. 
From  the  humble  cottage  to  the  royal  palace,  men  have  sought 
to  make  of  their  dwellings,  not  mere  shelters  from  the  weather, 
but  things  of  beauty,  of  comfort,  of  ostentatious  display,  of  lux- 
urious enjoyment.  One  will  generally  have  to  search  long  in 
the  modern  village  or  city  to  find  any  habitation  that  does  not 
represent  a  craving  for  something  beyond  mere  shelter.  Our 
houses,  like  our_  cluthtiS^,  «ire  responsive  to  vanity.  They  ajsQ 
represent  (often  grotesquely  enough,  to  be  sure)  our. aesthetic 
desire  for  that  .which  ij»  l>eftwtTfiit.  ' 

Other  wants.  Thus  we  have  commenced  to  list  the  wants  of 
mankind.  We  might  continue,  mentioning  for  example  some 
of  the  things  that  the  need  of  defense  requires :  strongly  built 
houses,  Tocks  on  doors  and  windows,  protective  weapons,  police- 
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men,  armies  and  navies  and  their  equipment,  drugs  and  medicines, 
hospitals,  jails  and  insane  asylums,  insurance  companies  —  this 
is  simply  the  beginning  of  the  list.  Consideration  of  the  gregarious 
tendencies  of  mankind  reminds  us  of  the  concentration  of  people 
in  cities,  towns,  and  villages,  thus  giving  rise  to  special  wants  in 
the  field  of  housing,  transportation,  etc.  Even  when  people  seek 
relaxation  from  their  ordinary  activities  and  surroundings  and  take 
vacations  "  in  the  country,"  they  do  not  generally  seek  solitude. 
They  require  seashore  and  mountain  hotels,  resorts,  and  camps, 
where  they  can  relax  in  company  with  others.  ^lan  has  a  thirst 
Jor  knowledge,  in  its  elements  perhaps  instinctive,  but  carrying 
him  far  beyond  the  promptings  of  mere  instinctive  curiosity.  He 
wants  books,  telescopes,  laboratories,  schools,  and  colleges.  He 
wants  to  travel  and  to  visit  new  and  strange  scenes  and  so  demands 
transportation  facilities,  hotels,  and  guides.  We  have  a  desire 
for  the  beautiful  and  so  want  music  and  works  of  art.  We  enjoy 
sport  and  recreation  and  therefore  require  golf  clubs,  baseball 
outfits,  swimming  suits,  and  all  the  paraphernalia  of  modern  sport. 
We  also  like  to  take  our  exercise  vicariously,  and  there  must  be 
baseball  stands,  race-track  grandstands,  ice  rinks,  football  fields,  etc. 

Intermediate  goods.  We  should  also  note  here  the  fact  that 
modern  civilized  man  wants  many  things  which  are  not  capable 
of  satisfying  directly  any  desire.  The  housewife  wants  a  sewing 
machine,  though  there  is  obviously  no  satisfaction  directly  ob- 
tainable from  the  possession  or  use  of  this  article.  But  the  sewing 
machine  wHl  serve  as  an  instrument  for  making  and  repairing  the 
family  clothing,  thus  helping  to  satisfy  a  fundamental  need.  It  is 
not  wanted  for  itself,  but  as  a  means  to  the  gratification  of  another 
need.  This  is  a  characteristic  of  the  whole  group  of  things  known 
as  instruments,  tools,  and  machines,  which  make  up  a  surprisingly 
large  part  of  the  commodities  which  men  want  and  for  which 
they  strive.  They  are  called  "  intermediate  goods  "  and  will 
demand  further  study  in  the  next  chapter  and  elsewhere  in  our 
investigation. 

No  limit  to  the  wants  of  man.  This  sort  of  study  might  be 
carried  to  any  length.     Enough  has  been  said  however  to  bring  out 
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the  important  conclusion  toward  which  we  have  been  aiming; 
namely,  the  infinite  number  and  the  bewildering  variety  of  the 
things  that  man  wants.  There  is  actually  and  literally  no  limit. 
Satisfying  the  instinctive  cravings,  securing  the  things  necessary 
to  sustain  life  and  perpetuate  the  race  —  this  is  only  the  barest 
beginning.  We  soon  forget  that  sustaining  life  is  the  basis  of  any 
of  our  wants.  We  are  never  content.  The  more  our  wants  are 
satisfied,  the  wider  is  the  horizon  opening  up  new  and  tempting 
vistas  of  wants  still  to  be  catered  to.  We  are  quite  justified  in  our 
conclusion  that  man's  wants,  as  regards  their  number  and  variety, 
are  without  limit.  This  is  the  first  of  the  two  great  principles  which 
mark  out  the  field  of  economic   . 

Nature,  the  provider.  Tiie  second  principle  is  that  the  wixere- 
,withaLliL^iati:^ma44^V  unlimited  wants-  dtics  not  come  without 
effort  on  his  part.  Nature  may  hv  a  bountiful  provider ;  she  is 
in  fact  the  source  of  everything  man  has  or  can  hope  to  have. 
Some  of  the  things  he  wants  she  provides  gratuitously.  We  have 
plenty  of  air  to  breathe ;  we  have  sunlight,  though  not  always  in 
the  exact  amount  we  might  like;  water  is  generally,  though  by 
no  means  always,  furnished  in  abundance  by  nature.  A  certain 
amount  of  food,  shelter,  and  clothing  may  sometimes  be  obtained 
from  nature  with  little  or  no  human  effort,  though  this  holds  true 
only  of  the  simplest  wants  of  the  most  primitive  men  and  even  then 
only  in  exceptional  cases.  But  after  noting  these  few  exceptions 
we  must  conclude  that  nature  does  not  generally  bestow  her 
gifts  with  a  free  hand  ;  practically  none  of  the  infinite  number 
of  things  that  man  wants  is  furnished  him  freely  by  nature.  Man 
must  work  for  what  he  gets.  Even  the  lower  animals  have  to 
exert  themselves  to  provide  for  their  needs,  and  if  man  had  been 
content  with  the  sort  of  living  whicli  the  lower  animals  thus  obtain 
he  would  still  be  a  lower  animal  himself.  Man  is  always  engaged 
in  efforts  to  secure  the  things  he  needs  for  the  satisfaction  of  his 
wants.  Ilis  wants  are  unlimite«l ;  the  things  to  satisfy  them  are 
strictly  limited.  There  is  never  enough  to  go  around.  Here  we 
have  the  explanation  of  the  greater  part  of  the  activities  of  human 
beings  through  all  history.     ^Mankind  has  always  been  chiefly 
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engaged  in  "  working  for  his  living."  Here  we  have  also  the  roots 
of  the  great  human  institutions,  law,  property,  the  family,  etc., 
which  have  developed  out  of  man's  struggle  for  the  things  with 
which  to  satisfy  his  wants. 

Economics.  The  insatiability  of  man  and  the  niggardliness  of 
nature  are  thus  the  foundation  stones  upon  which  rests  the  struc- 
ture of  economics.  Starting  with  these  two  great  premises, 
economics  investigates  the  activities  of  man  in  his  efforts  to  satisfy, 
so^far  as  he  may,  his  limitless  wants  out  of  the  limited  resources 
granted  him  by  nature.  We  have  then  this  preliminary  and  formal 
answer  to  the  question:    what  is  economics?     Economics  is  the 


science  of  man^s  activities  devoted  to  obtaining  the  material  means 
for  the  satisfaction  of  his  wants.  Lest  the  reader  miss  the  true 
inclusiveness  of  this  definition,  he  is  reminded  of  what  will  be  made 
clearer  a  little  later ;  i.e.,  that  the  "  material  means  "  which  serve 
to  satisfy  human  wants  include  human  beings  as  well  as  external 
objects. 

When  we  stop  to  consider  that  an  important  part,  not  to  say  the 
greater  part,  of  all  the  waking  hours  of  most  adult  men  and  women 
is  devoted  in  some  form  or  other  to  the  business  of  acquiring  the 
means  for  satisfying  wants,  and  that  even  the  children  are  much 
engaged  either  in  this  same  endeavor  or  in  acquiring  the  education 
and  training  necessary  to  equip  them  to  begin  it  a  few  years  hence, 
we  can  realize  that,  although  strictly  limited  by  the  definition,  the 
field  of  economics  is  a  broad  one.  We  might  proceed  to  catalogue 
the  many  topics  included  and  the  various  problems  to  be  inves- 
tigated. But  a  mere  glance  at  the  table  of  contents  of  this  book 
will  perhaps  suffice  to  give  the  reader  a  general  notion  of  the 
subject  matter  of  economics  sufficient  for  the  present  to  indicate 
the  importance  of  the  subject  and  the  advantage  to  be  gained 
from  its  study.  We  may  let  this  stand  as  the  preliminary  answer 
to  the  demand  for  a  notion  of  the  content  of  economics  and  the 
reason  for  its  study.  The  complete  answer  may  be  expected  to 
unfold  itself  as  our  inquiry  proceeds. 

Economics  as  a  science.  We  have  been  speaking  of  the  science 
of  economics,  and  it  may  help  the  reader  to  a  still  clearer  notion 
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of  what  economics  is  and  also  enable  him  to  avoid  some  seductive 
pitfalls  as  he  pursues  his  further  path  of  investigation  if  we  pause 
here  to  inquire  briefly  into  the  nature  of  science  and  the  distinc- 
tion between  science  and  art.  We  cannot  do  better  than  quote 
the  following  words  of  a  distinguished  American  economist  of  the 
older  school.^ 

"  A  science,  whether  the  science  of  mathematics,  or  physics, 
or  mechanics,  or  chemistry-,  or  geology,  or  physiology,  or  economics, 
deals  only  with  the  relations  of  cause  and  effect  within  its  own 
field.  It  <l()es  not  start  with  the  notion  that  something  is  desirable 
or  undesirable ;  nor  does  it  arrive  at  any  such  conclusion  as  its 
result.  It  has  no  business  to  offer  precepts  or  prescriptions. 
Its  sole  single  concern  is  to  trace  effects  back  to  their  causes ;  to 
project  causes  forward  to  their  effects. 

"  An  art,  on  the  other  hand,  starts  with  the  assumption  that  a 
certain  thing  is  desirable  or  that  a  certain  other  thing  is  unde- 
sirable ;  that  something  is  a  good  or  that  something  is  an  evil. 
The  object  it  seeks  is  to  ascertain  how  the  good  may  be  attained, 
or  the  evil  avoided.  In  pursuing  this  inquiry,  it  makes  use  of  the 
principles,  or  laws,  governing  the  relations  of  cause  and  effect, 
which  have  been  ascertained  in  the  cultivation  of  any  and  all 
sciences  that  have  in  any  way  to  do  with  its  own  subject  matter. 
As  a  result,  it  issues  with  certain  precepts  and  prescriptions  for 
the  guidance  and  assistance  of  those  who  would  gain  the  good  or 
avoid  the  evil  which  that  particular  art  has  in  contemplation, 
whether  it  be  the  art  of  navigation,  or  of  cookery,  of  painting,  of 
gunnery,  of  architecture,  of  mining,  or  of  weaving. 

"  This  distinction  between  a  science  and  an  art  ought  to  be 
sufficiently  clear  ;  but  the  inveterate  disposition  of  economic  writ- 
ers [to  confuse  the  two]  which  has  been  referred  to,  will  perhaps 
justify  an  illustration  which  I  shall  make  familiar,  even  at  the  risk 
of  appearing  coarse. 

"  Suppose  I  am  in  my  laboratory  and  a  man  enters  who  says 
that  he  desires  to  consult  me,  as  a  professor  of  chemistry,  as  to 
whether  he  had  better  swallow  the  contents  of  a  vial  which  he 
>  Francis  A.  Walker,  Political  Economy,  Third  Edition,  pp.  1^21. 
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holds  in  his  hand.  I  reply  to  him :  *  Sh,  I  have  no  advice,  as  a 
professor  of  chemistry,  to  offer  you  as  to  what  you  shall  swallow 
or  refrain  from  swallowing.  I  perceive  that  the  liquid  contained 
in  your  vial  is  prussic  acid.  I  will  cheerfully  state  to  you  the  action 
of  prussic  acid  on  any  substance  about  which  you  may  choose  to 
inquire ;  but  probably  you  had  better,  for  your  apparent  purpose, 
go  to  Prof.  S.,  the  physiologist,  who  can  more  fully  and  readily 
than  myself  explain  the  precise  action  of  prussic  acid  when  taken 
into  the  stomach  of  a  living  being.' 

"  The  inquirer  now  goes  to  Prof.  S.,  and  says  that  he  desires  to 
consult  him,  as  a  professor  of  physiology,  as  to  whether  he  had 
better  swallow  the  liquid  which  the  chemist  has  told  him  is  undilute 
prussic  acid.  Prof.  S.  replies:  'Sir,  should  you  consult  me  as  a 
fellow  being,  I  would  not  stand  on  ceremony,  but  frankly  advise 
you  to  empty  the  contents  of  your  vial  into  the  sink.  But  if  you 
insist  on  consulting  me  as  a  professor  of  physiology,  I  must  reply 
that  I  have  no  advice  to  give.  Physiology,  sir,  is  a  science ;  as 
such,  it  has  nothing  to  do  with  precepts  or  prescriptions,  but  only 
with  the  relations  of  cause  and  effect  within  the  field  of  animal  life. 
As  a  student  of  that  science,  I  inform  you  that,  if  you  swallow  the 
liquid,  you  will  experience  such  and  such  sensations,  and,  at  about 
such  a  time,  you  will  be  dead.  Since  you  still  insist  upon  having 
advice  as  to  whether  you  had  better  do  this  or  not,  I  refer  you  to 
my  neighbor,  Dr.  G.,  who  is  the  professor,  not  of  a  science,  but  of 
an  art.  As  such,  it  is  his  business  to  give  advice  regarding  conduct. 
As  such,  he  has  a  right  to  entertain  the  notion  that  certain  things 
are  good,  and  certain  things  evil ;  that  the  means  calculated  (as 
shown  by  the  appropriate  science  or  sciences)  to  bring  about  the 
good,  are  desirable;  that  the  courses  which  (as  shown  by  the 
appropriate  science  or  sciences)  lead  to  evil,  are  undesirable.  He 
would  not  be  a  physician  unless  he  held  that  pain  and  death  were 
evil ;  life  and  the  absence  of  pain,  good.  What  he  is  a  physician 
for  is  to  help  his  patients  to  avoid  the  evil  and  obtain  the  good. 
In  doing  this  he  will  naturally  seek  to  apply  the  largest  and  latest 
results  of  the  science  of  physiology  to  the  art  of  healing.'  " 

In  thus  sharply  marking  out  the  field  of  science  we  do  not  imply 
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that  moral  or  ethical  considerations  are  to  be  ignored  by  the 
student  of  economics.  Economics  is  a  social  science,  and  as  such 
it  grasps  as  its  subject  matter  all  attributes  of  man  which  affect 
his  pursuit  of  the  material  means  for  the  satisfaction  of  his  wants. 
Among  these  attributes  the  moral  and  ethical  notions  of  mankind 
are  of  the  utmost  importance  and  require  full  consideration.  For 
example,  the  moral  code  of  one  community  may  dictate  polygamy, 
while  that  of  another  insists  upon  monogamy,  and  these  moral 
edicts  are  of  great  economic  significance.  The  science  of  economics 
will  tell  us  a  great  deal  about  the  respective  effects  of  these  two 
systems  of  family  organization,  but  we  must  not  forget  that  eco- 
nomics cani^ranJ3o§s_not_attempt  to  tell  whether  monogamy: .or 
polygamy  is  right.gr  wrong. 

Utility.     We  need  now  to  acquire  clear  notions  of  certain  fun- 
damental concepts  which  are  inlKTrnt  in  the  subject  matter  of 
economics  and  are  an  essential  part  of  the  equipment  of  the  student. 
Man  desires  those  things  that  are  able  to  satisfy  his  wants.     Any-  j^,^,,,,,-^-, 
thing  that  satisfies  a  human  want  is  useful ;  it  has  utility.      Utility  f 

iHihat_(iuuUt]{  of  a  thing  trhich  enables  it  to  satusfy  a  human  want. 
This  definition  scarcely  needs  elaboration  or  explanation.  We 
determine  readily  enough  whether  we  want  any  particular  thing ; 
i.e.,  whether  it  is  "  useful  "  or  "  useless." 

The  economist  gives  somewhat  broader  meanings  to  "  useful  " 
and  "  utility  "  than  are  employed  in  common  speech.  When  we 
call  anything  useful  we  imply  notliing  as  to  its  merits  in  an  ethical 
sense.  Ajhiflgis  useful  if  it  can  satisfy  a  human  want ;  that  is 
all  we  ask.  We  do  not  inquire  whether  the  satisfaction  of  that 
particular  want  may  be  good  or  bad,  wise  or  foolish.  Opium  is  in 
this  sense  of  the  term  useful.  Its  use,  except  as  a  medicine,  may  be 
physically  injurious  and  morally  bad,  but  this  does  not  alter  its 
classification  as  an  object  of  utility  so  long  as  it  does  actually  enable 
a  human  want  to  b^  satisfied..-^he  burglar's  jimmy  satisfies  a 
want  of  his  ;  it  ha^  utility  in  the  economic  sense.  The  use  of  chew- 
ing gum  is  probably  foolish,  but  we  cannot  thereby  deny  its  utility. 
The  pictures  which  adorn  the  walls  of  many  homes  are  probably 
wholly  bad  from  an  artistic  sense,  but  they  are  nevertheless  eco- 
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nomically  useful.  Of  course  this  does  not  imply  any  lack  of  appreci- 
ation of  the  importance  of  aesthetic  and  ethical  judgments.  Such 
questions  are  simply  outside  the  field  of  economics,  as  of  any  other 
science. 

Wealth.  If  from  the  whole  category  of  useful  material  things 
we  eliminate  those  few  which  nature  furnishes  man  in  abundance 
sufficient  to  satisfy  his  wants,  we  shall  approach  what  the  economist 
calls  "  wealth."  The  science  of  economics  is  largely  built  up  about 
wealth,  so  much  so  that  economics  has  often  been  defined  as  "  the 
science  of  wealth,"  a  definition  which,  properly  understood,  is 
almost  synonymous  with  that  which  we  have  accepted.  It  is 
indispensable  therefore  to  have  a  clear  idea  and  a  precise  definition 
of  wealth. 

Wealth  consists  of  all  useful  material  things  owned  by  human 
beings.  This  definition  needs  some  further  examination.  We 
have  already  settled  the  meaning  of  "  useful."  Useless  things 
are  not  included  in  wealth,  which  thus  embraces  only  those  things 
which  are  capable  of  satisfying  human  wants.  The  reader  should 
perhaps  again  be  warned  that  the  ethical  character  of  human  wants 
does  not  enter  into  the  classification. 

We  limit  wealth  secondly  to  material  things.  This  excludes  such 
desirable  things  as  honesty,  good  health,  the  speed  of  a  race  horse, 
the  coldness  of  ice,  the  skill  of  an  artist  or  a  musician.  This  may 
possibly  seem  arbitrary  and  unfortunate  at  first.  But  we  shall 
not  have  to  look  far  to  see  the  great  advantage  of  this  limitation 
and  particularly  the  confusion  which  would  follow  if  the  concept 
of  wealth  were  not  thus  limited.  If  the  speed  of  a  great  race  horse 
is  wealth,  what  of  the  horse  himself?  Certainly  he  is  wealth. 
But  have  we  then  two  articles  of  wealth,  the  horse  and  his  speed  ? 
And  if  so,  should  we  not  add  a  third,  his  strength ;  and  a  fourth, 
his  beauty  ?  Most  of  the  forms  of  immaterial  wealth  with  which 
we  should  have  to  deal  if  our  definition  admitted  them  are  simply 
qualities  of  material  things  which  are  themselves  wealth.  To 
count  both  the  material  thing  and  its  qualities  as  wealth  would  be 
the  crudest  sort  of  double  counting  and  productive  of  nothing  but 
confusion.    This  is  reallv  to  confuse  wealth  and  utility,  since  most 
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of  the  examples  of  immaterial  wealth  which  would  be  urged  are 
simply  those  qualities  of  some  material  object  which  enable  it  to 
satisfy  a  human  want.  Similar  confusion  would  arise  from  includ- 
ing human  qualities,  such  as  health,  strength,  skill,  honesty,  etc., 
in  the  category  of  wealth.  We  shall  consider  a  little  later  the 
question  whether  human  beings  themselves  are  wealth. 

Having  excluded  from  our  concept  of  wealth  all  useless  and  all 
immaterial  things,  we  next  limit  it  to  those  useful,  material  things 
which  are  owned  by  man.  The  first  effect  of  this  limitation  is  to 
exclude  those  useful  things  which  are  furnished  freely  and  abun- 
dantly by  nature.  Thus  air  is  material,  and  it  is  about  the  most 
useful  thing  in  the  world.  But  on  account  of  its  abundance  it  is 
not  owned.  Why  should  one  take  the  trouble  to  own  it?  We 
also  exclude  certain  things  which,  from  their  nature  or  from  the 
nature  of  the  human  institution  of  ownership,  cannot  be  owned. 
We  cannot  own  the  sun  or  the  moon  ;  no  person  or  group  of  persons 
can  own  the  Atlantic  Ocean  or  the  Gulf  Stream.  Most  material 
things  that  satisfy  human  wants  however  are  owned.  Ownership 
may  be  vested  in  the  individual  person,  as  in  the  case  of  one's  suit 
of  clothes,  the  farmer's  land,  the  merchant's  store,  etc.  Or  various 
groups  of  persons,  such  as  partnerships,  corporations,  etc.,  may 
own  land  and  buildings  and  virtually  any  kind  of  wealth  which  may 
be  owned  by  individuals.  Governments,  national,  state,  and  local, 
are  large  owners  of  wealth ;  they  are  simply  another  form  of  associ- 
ation of  human  beings. 

Are  human  beings  wealth?  The  requirement  of  ownership 
by  human  beings  restricts  the  scientific  concept  of  wealth  in 
another  important  respect.  Are  human  beings  themselves  wealth  ? 
As  regards  slaves,  the  question  is  clearly  answered  in  the  affirm- 
ative by  reference  to  our  definition.  The  slave  is  u.seful ;  he  is 
a  material  tiling;  he  is  owned  by  his  master.  But  how  about 
free  men  or  women  or  children  ?  They  are  not  owne<l  under  the 
legal  systems  of  most  modern  nations.  We  might  set  up  the 
fiction  that  free  persons  are  owneil  by  themselves  or  (in  the  ca.se 
of  minor  children)  by  their  parents.  Free  persons  would  then  fall 
into  our  category  of  wealth,  and  there  are  some  decided  advantages 
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to  this  classification.  Free  persons  are  material  things,  of  course, 
and  they  have  qualities  which  enable  them  to  satisfy  wants  of 
other  persons.  Moreover  it  is  not  always  easy  to  know  just  where 
to  draw  the  line  between  free  men  and  those  who  are  owned. 
Logic  and  simplicity  in  the  analysis  of  wealth  would  perhaps  be 
promoted  by  including  all  human  beings.  On  the  other  hand  it  is 
not  customary  to  think  of  free  persons  as  owned,  even  by  them- 
selves, nor  do  we  naturally  think  of  free  persons  as  wealth.  The 
weight  of  advantage  is  on  the  side  of  our  definition  as  stated, 
according  to  which,  while  slaves  are  undoubtedly  wealth,  free 
persons  are  not.  Throughout  the  whole  study  of  economics  how- 
ever it  will  be  found  necessary  to  take  account  of  the  utility  of 
free  persons  and  their  services  in  satisfying  human  wants  on  the 
same  terms  as  the  utility  and  services  of  wealth. 
^  How  to  identify  wealth.  We  thus  arrive  at  our  definition  of 
wealth.  To  determine  whether  any  given  thing  is  wealth  or  not, 
we  have  only  to  ask  three  questions  :  is  it  useful  ?  is  it  material  ? 
is  it  owned  ?  If  the  answer  is  yes  to  all  these  questions,  the  thing  is 
wealth.  A  negative  answer  to  any  one  of  the  questions  excludes  it. 
The  problem  of  definition.  This  method  of  setting  up  the 
definition  of  wealth  may  i)ossibly  appear  unnecessary  and  arbitrary. 
Do  we  need  a  precise  definition  of  such  a  common  word  as  wealth  ? 
And  if  so,  have  we  any  right  thus  to  rig  up  a  definition  to  suit  our- 
selves? In  answer  to  the  first  question,  we  need  to  remind 
ourselves  that  agreement  upon  precise  definitions  of  all  technical 
terms  is  one  of  the  first  requirements  of  science.  Economists 
have  not  always  realized  the  importance  of  this  requirement  or 
that  it  applies  to  their  own  science  no  less  than  to  others.  It  is 
sometimes  assumed  that,  since  the  technical  terms  of  economics 
are  largely  those  of  everyday  speech  and  writing,  everyone  must 
have  a  clear  enough  knowledge  of  their  meanings.  It  is  agreed 
that  the  physicist  must  define  "  ampere  "  and  "  volt,"  because  no 
one  would  otherwise  know  what  he  was  talking  about.  But  why 
should  the  economist  have  to  define  "  wealth,"  "  income," 
"money,"  and  other  common  terms?  Doesn't  everyone  under- 
stand w'ell  enough  what  these  words  mean  ? 
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Now  the  fact  is  that  everyone  does  not  understand  well  enough 
what  these  terms  mean.  Ask  a  dozen  intelligent  persons  to  define 
wealth;  you  will  probably  get  a  dozen  different  definitions.  Is 
sunshine  wealth  ?  Is  a  burglar's  jimmy  wealth  ?  How  about  the 
moon,  the  skill  of  a  great  surgeon,  the  town  hall,  the  month  of 
January,  the  Gulf  Stream,  the  honesty  of  a  bank  cashier,  etc.? 
People  may  think  they  have  clear  ideas  of  the  meanings  of  common 
words  until  they  are  asked  to  formulate  and  defend  a  definition ; 
then  the  vagueness  of  popular  usage  becomes  evident.  Such  vague 
ideas  may  do  well  enough  for  ordinary  use,  but  science  requires  pre- 
cision. Economics  therefore  cannot  evade  the  obligation  of  defin- 
ing its  technical  terms,  even  though  they  be  words  of  everyday  use. 

Indeed  the  adoption  of  such  common  terms  makes  the  prol)leni 
of  definition  harder  rather  than  easier.  Everybody  will  admit 
that  there  must  be  a  definition  of  "  ampere  "  and  will  see  that 
there  is  nothing  to  do  but  learn  and  use  the  definition  exactly  as 
given.  But  economics  must  always  contend  against  a  certain 
feeling  that  definitions  of  common  terms  are  of  no  great  importance 
and  against  the  \ague  and  contradictory  preconceptions  which 
have  become  attachtnl  to  the  words  of  everyday  use.  This  dif- 
ficulty nuist  be  met  stjuarely ;   it  cannot  be  evaded. 

Having  accepted  the  obligation  to  define  our  technical  terms,  we 
revert  to  the  question :  are  we  free  to  .set  up  our  definitions  as 
we  see  fit  ?  The  answer  is  yes.  Names  and  definitions  are  to  a 
certain  extent  arbitrary.  There  is  no  absolute  test  of  the  correct- 
ness of  a  definition  ;  it  is  idle  to  argue  about  it.  The  reafler  who  is 
familiar  with  Mark  Twain's  compilation  of  Extracts  from  Adam's 
Diary  will  recall  the  frecpient  disagreements  that  arose  between 
Adam  and  Eve  over  the  naming  of  the  animals  in  the  Garden  of 
Eden,  a  task  which  Adam  found  sorely  taxing  his  powers  but  which 
was  simplicity  itself  to  Eve.  When  for  the  first  time  there  af>- 
p)eared  the  dodo,  Adam  was  at  a  loss  for  its  name.  P2ve  announced 
the  correct  name  at  once  and,  to  all  demands  for  proof  or  explana- 
tion, replied  scornfully  "  the  moment  one  looks  at  it  one  sees  at  a 
glance  that  it  looks  like  a  dodo."  So  it  became  the  dodo.  If  in 
the  development  of  the  English  language  the  term  "  dog  "  had 
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become  attached  to  the  biped  now  known  as  a  duck  and  the 
term  "  duck  "  had  similarly  become  associated  with  our  favorite 
quadruped  friend,  we  should  get  along  just  as  well  as  we  do  now. 
Words  have  meanings  which  have  become  attached  to  them 
through  the  long  process  of  the  evolution  of  language.  To  argue 
whether  these  meanings  are  correct  or  not  would  be  a  foolish  waste 
of  breath.  And  nothing  is  to  be  gained  by  an  argument  over  the 
"  correct  "  definition  of  wealth. 

Requirements  of  a  scientific  definition.  On  the  other  hand, 
definitions  are  not  a  matter  of  indifference.  In  science  much 
depends  upon  the  choice  of  terms  and  their  careful  definition. 
While  the  test  of  absolute  correctness  is  wanting,  there  ajc  two 
simple  pragmatic  requirements  to  which  every  scientific  definition 
should  conform.  First  the  definition  must  be  useful  for  the 
purposes  of  scientific  study,  and  second  it  should  agree  as  closely 
as  possible  with  popular  usage.  These  two  requirements  may 
come  into  conflict  with  each  other,  and  in  that  case  it  is  generally 
the  second  which  must  give  way.  This  sacrifice  is  not  so  serious 
as  might  at  first  appear.  Since  popular  usage  is  always  more  or 
less  vague,  a  scientific  definition  must  in  any  event  differ  some- 
what from  the  popular  definition  or  definitions.  Exact  agreement 
with  popular  use  being  out  of  the  question  anj-way,  the  departure 
required  to  make  the  definition  useful  is  generally  not  serious. 

We  justify  our  definition  of  wealth,  therefore,  on  the  ground 
that  it  will  be  useful  in  our  further  investigation  without  departing 
too  far  from  common  usage.  That  we  have  fairly  well  met  the 
second  of  these  tests  will  probably  be  apparent  at  once.  The 
usefulness  of  our  definition  will  not  be  fully  demonstrated  of  course 
until  the  student  has  finished  this  book,  or  better  still  after  he  has 
continued  his  study  of  economics  with  the  aid  of  other  authors  or 
through  his  own  research. 

Income.  Wealth  must  be  useful.  When  an  article  of  wealth 
satisfies  a  want  of  man  we  say  that  it  furnishes  benefits  or  renders 
services.  By  the  benefits  or  services  of  wealth  we  mean  desirable 
events  which  it  causes  for  human  beings.  Keeping  out  the  cold  is  a 
desirable  event  caused  by  a  dwelling  house  ;  it  is  one  element  of  the 
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service  of  shelter  or  benefit  yielded  by  the  house.  The  service  of 
a  piece  of  ice  in  the  refrigerator  is  keeping  things  cold.  A  diamond 
ring  renders  service  by  satisfying  the  love  of  beauty  or  perhaps 
only  the  vanity  of  its  wearer.  The  service  of  a  slave  is  working 
in  the  field.  Thus  every  article  of  wealth  renders  its  appropriate 
sendee  to  man,  elae  it  WQukLnot-be-«s^f ul  and  so  would  not  be 
wealth.  In  exactly  the  same  way  services  are  rendered  by  free 
persons,  as  when  an  actor  performs  before  an  audience  or  a  lawyer 
tries  a  case  for  his  client.  The  word  income  is  used  to  include 
such  services  and  is  defined  as  follows  :  Income  consists  of  the  benefits 
or_Mrvices  rendered  by  iccdlth  or  hij  free  persons. 

Costs.  All  the  e\i  lit  ^ -m  . d  liy  wealth  are  not  desirable.  Be- 
sides furnishing  shelter,  a  dwelling  house  requires  painting  and 
repairs,  it  compels  its  owner  to  pay  taxes  and  insurance  premiums, 
and  so  on  ;  finally  it  wears  out  or  becomes  obsolete  and  if  not  dis- 
carded must  be  torn  down  and  rebuilt.  The  slave  works  in  the 
field,  but  he  requires  food,  clothing,  and  shelter,  and  the  free 
farm  laborer  requires  wages.  The  undesirable  events  caused  by 
wealth  are  called  the  di.s-srri'ice^  or  costs  of  icecdik. 

Net  income.  All  wealth  yields  both  income  and  costs.  We 
cannot  escape  the  undesirable  events  if  we  would  have  the  desir- 
able events  ;  we  put  up  with  the  costs  in  order  to  get  the  income  of 
wealth.  It  follows  that,  in  the  long  run,  the  income  from  any 
article  of  wealth  must  exceed  its  costs  (how  these  are  measured 
will  appear  later),  else  no  one  would  care  to  own  that  article  and 
it  would  cease  to  be  wealth.  For  example  a  storekeeper  has  a 
motor  truck  to  deliver  goofls  to  his  customers.  The  truck  is  an 
article  of  wealth  ;  the  income  from  it  is  the  service  of  delivering 
goods ;  its  costs  are  the  expenditures  of  money  for  the  gasoline 
and  oil  it  consumes,  garage  room,  occasional  washing,  and  repairs. 
These  costs  would  not  be  borne  if  the  service  of  delivering  goods 
were  not  worth  more  than  the  costs.  Eventually  the  truck  begins 
to  wear  out ;  its  speed  diminishes  and  it  cannot  make  some  of  the 
grades.  It  consumes  more  gasoline,  and  its  loose  piston  rings 
and  bearings  are  wasteful  of  oil.  Repair  bills  become  heavier  and 
more  frequent.     Thus  its  income  declines  while  its  costs  rise,  and 
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sooner  or  later  the  margin  between  them  will  disappear.  The 
machine  is  no  longer  useful  and  it  finds  a  resting  place  on  the  junk 
heap ;  it  is  no  longer  wealth.  The  difference  between  the  income 
and  the  costs  of  any  article  of  wealth  is  its  net  income.  Some  net 
income  must  be  present  or  the  article  will  not  be  wanted.  In 
general  then  utility  means  the  power  to  yield  a  net  income  or  an 
income  in  excess  of  the  costs,  and  this  idea  of  a  net  income  is  in- 
herent in  the  term  "  useful  "  as  employed  in  the  definition  of 
wealth.^ 

Property.  Every  article  of  wealth  is  owned  by  somebody. 
This  relation  between  wealth  and  its  owner  is  one  of  the  most 
fundamental  concepts  of  economics.  It  may  be  called  ownership, 
property  right,  or  property.  Pro^trty  is  the  technical  term  gen- 
erally used  in  economics.  It  is  defined  as  the  right  to  income; 
that  is,  the  right  to  the  benefits  or  services  of  wealth  or  free  persons:^ 
This  evidently  is  what  ownership  means.  When  a  person  owns  an 
article,  he  has  a  right  in  it ;  namely,  the  right  to  have  it  and  use  it, 
all  of  which  is  included  in  the  right  to  the  services  or  income  from 
that  article.  The  owner  is  protected  in  his  property  right  by  the 
laws  and  customs  of  the  community  in  which  he  lives ;  other  per- 
sons are  prevented  from  interfering  with  his  enjoyment  of  the 
services  of  his  wealth.  Since  the  term  income  is  so  broad  as  to 
include  any  use  to  which  the  owner  could  put  his  wealth,  including 
even  its  destruction  if  he  so  desires,  property  might  be  defined 
simply  as  the  right  to  wealth  or  free  persons,  without  any  change  in 
meaning.  The  definition  here  chosen  has  the  advantages,  (1)  of 
emphasizing  the  fundamental  importance  of  income,  (2)  of  some- 
what readier  adaptation  to  the  innumerable  cases  of  divided  owner- 
ship, and  (3)  of  avoiding  any  apparent  conflict  with  the  common 
usage  of  not  regarding  free  persons  as  ow^ned. 

Division  of  property.  A  sole  owner  has  the  exclusive  right 
to  all  the  income  of  the  article  of  wealth  in  question,  as  in  the 

>  The  reader  who  has  any  familiarity  with  accounting  will  note  that  these  defini- 
tions of  income,  costs,  and  net  income  differ  somewhat  from  those  used  by  the 
accountants.  They  are  not  really  in  conflict.  The  accountant's  terminology  repre- 
sents a  special  technical  application  of  the  general  concepts  with  which  we  are  here 
dealing. 
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case  of  the  owner  of  a  house  and  lot,  an  automobile,  a  suit  of 
clothes,  etc.     Ownership  may  however  be  divided,  in  which  case 
each  of  the  two  or  more  owners  has  certain  rights  in  the  wealth  ; 
that  is,  the  right  to  certain  of  its  benefits  or  income.     The  tenant 
of  a   rented   house  has  the  right  to  its  use  only  during  a  certain 
time,   as  limited   by  his  lease  contract  with  the  landlord,  who  has 
retained  the  right  to  the  services  of  the  house  at  all  other  times ; 
that  is,  before  the  beginning  and  after  the  termination  of  the  lease. 
In  a  partnership  the  wealth  held  belongs  jointly  to  the  two  or 
more  partners.     Each  has  the  right  to  a  certain  part  of  the  services 
or  income  of  this  wealth,  the  exact  division  being  specified  in  the 
partnership  agreement.     So   in   the  corporate   form   of   business 
organization,  the  wealth  of  the  (•()rj)()rati()n  belongs  ultimately  to 
the  stockholders,  of  whom  there  may  be  lunulreds  or  thousands, 
each  with  certain  rights  in  the  income  from  the  corporation's  prop- 
erty.    The    bondholders    of    the    corporation    represent    another 
group  of  part  owners,  with  certain  other  rights  in  the  corporation's 
wealth,  all  specified  in  the  bonds.     Thus  each  bondholder  has  the 
right  to  receive  certain   interest  payments  at  certain  specified 
dates  and  finally  at  a  specified  date  to  receive  a  certain  larger  sum 
equal  usually  to  the  amount  which  was  loaned  to  the  corporation. 
Each  stockholder  has  the  right  to  a  certain  fractional  part  of  the 
income  of  the  corporation's  wealth  which  remains  after  the  rights 
of  bondholders  and  possibly  other  classes  of  part  owners,  such  as 
note  holders,  etc.,  have  been  satisfied.     Property  may  thus  be 
divided  in  a  great  variety  of  ways.     Every  person  who  has  a  prop- 
erty right  in  an  article  of  wealth  is  an  owner  (sole  or  part)  of  that 
wealth,  though  in  common  speech  the  term  "  owner  "  is  some- 
times applied  to  only  one  of  the  parties.     Thusjhe  landlord  and 
the  tenant  are  really  both  owners  of  the  rented  house.     Neither 
is  the  exclusive  owner,  fyr  neither  has  the  right  to  all  the  services 
of  the  house.     The  property  is  divided  between  them,  though  we 
are""accustomed  to  apply  the  term  "  owner  "  to  the  landlord  alone. 
In  like  maimer  the  bondholders  are  not  usually  spoken  of  as 
owners  of  the  corporation,  though  fundamentally  they  are  part 
owners  as  well  as  the  stockholders. 
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All  the  services  of  wealth  must  belong  to  somebody.  When 
property  is  divided  the  sum  of  all  the  property  rights  of  the  several 
part  owners  must  equal  the  total  property  right  to  all  the  services 
of  that  piece  of  wealth.  For  every  article  of  wealth  there  must  be 
a  property  right  or  property  rights,  and  back  of  every  property 
right  there  must  always  be  an  article  of  wealth  or  a  free  person 
or  free  persons. 

Property  in  free  persons.  The  last  words  of  the  previous  para- 
graph will  recall  that  property  ma\'  be  a  right  to  the  services  of 
free  persons  as  well  as  of  wealth.  If  we  had  chosen  to  include 
free  persons  in  the  definition  of  wealth,  all  that  has  been  said  of 
property  in  wealth  would  have  applied  equally  to  them.  As  it  is 
we  must  recognize  that  free  persons  render  services  to  others  and 
that  these  others  have  rights  to  such  services.  A  baseball  player 
signs  a  contract  with  a  manager  agreeing  to  play  exclusively  for 
him  during  the  coming  season.  The  manager  has  thereby  a 
property  right,  the  right  to  receive  certain  services  from  this 
player.  To  that  extent  the  player's  right  to  his  own  time  and 
services  —  actually  his  right  to  himself  —  is  diminished.  It  is  a 
case  of  divided  pr()|)erty  again.  Theatrical  managers,  moving 
picture  producers,  nmsical  promoters,  and  others  have  property 
rights  in  actors  and  actresses,  musicians,  and  other  artists.  Every 
employer  has  a  property  right  to  certain  services  of  his  employees. 
A  promissory  note  gives  the  creditor  a  property  right  in  the  debtor ; 
that  is,  the  right  to  receive  a  certain  sum  of  money.  Lawyers  have 
rights  against  their  clients,  and  clients  against  their  lawyers ; 
parents  have  rights  in  their  children,  and  children  in  their  parents. 
Every  business  contract  gives  each  party  a  property  right  against 
the  other.  In  fact  the  property  in  persons  is  almost  always  di- 
vided.  Practically  no  one  is  completely  his  own  master,  and  there 
are  all  degrees  of  property  rights  of  others,  from  the  slave,  a  true 
article  of  wealth  because  completely  owned  by  his  master,  through 
serfs,  peons,  indentured  servants,  to  the  freest  so-called  "  free  man." 

Wealth  and  property.  In  popular  speech,  the  terms  property 
and  wealth  are  not  carefully  distinguished.  It  is  quite  usual 
for  example  to  speak  of  a  house  and  lot  as  "  property,"  to  call 
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household  furniture  "personal  property,"  and  so  on.  ^r  the 
purposes  of  scientific  analysis,  econnmirs  drn\vs  a  sharp  distinc-  . 
tion  between  xJropcrty  and  wealtii.  'Vhv  latter  i-  a  physical, 
t^'i^gible  thing;  it  i-  iii;it.iial.  i'rupcny.  nu  ilir  other  hand,  is 
a  relation  lidwttn  w.ahh  (^or  free  persons)^  and  persons;  it  is 
immaterial.  This  distinction  is  fundamental  and  has  many  im- 
portant  bearings.  Thus  wealth  is  the  source  of  income  ;  whereas 
property  is  the  distributor  of  income.  The  wealth  of  a  community, 
together  with  its  productive  free  persons,  determines  how  much 
and  what  kind  of  income  the  people  may  enjoy.  The  property 
rights  of  the  several  members  of  the  connnniiity  determine  how 
these  incomes  shall  be  divided  among  them,  how  much  of  the  total 
community  income  each  one  shall  enjoy.  J^r^iM  rty  n-ht^  may 
be  chai^^'cd  without  (•hani;ini;  the  total  amouni  ul'  wealth.  The 
"materiid  welfare  m  the  human  race  is  a  matter  of  the  satisfaction 
of  wants  and  is  affected  both  by  the  total  quantity  of  wealth  and 
by  tlie  way  the  property  rights  to  wealth  are  ilistributtnl  among 
individnal^,  families,  and  nations. 

Documents  in  evidence  of  property.  Property  rights  are 
sometimes,  though  by  no  means  always,  expressed  in  legal  docu- 
ments. The  owner  of  a  farm  or  a  building  lot  has  a  deed,  which  is 
a  piece  of  paper  containing  a  legal  statement  of  his  property  right 
to  all  the  benefits  of  a  specified  parcel  of  land.  When  one  pur- 
chases the  right  to  sit  in  a  certain  seat  of  a  theatre  on  a  certain  date 
his  property  is  evidenced  by  a  ticket.  On  the  other  hand,  no  legal 
doenment  testifies  to  one's  property  right  in  the  clothes  he  wears 
or  the  food  on  his  table.  Whether  there  shall  be  a  document  or 
not  is  a  matter  of  custom  or  law.  The  property  Js^the  original 
and  fundaiuentaL  thiui;;  the  docmnent.  when  there  is  one.  Is 
secondary  and  inci<lental.  and  in  many  cases  no  document  is  con- 
^i^^Sll  ^'^^ir'Ul'iiU  '^'^^  reader  must  be  on  his  guard  against  con- 
fusion of  i)roperty  rights  and  the  documents  in  evidence  thereof, 
particularly  in  those  cases  where  connnon.  and  even  scientific, 
usage  has  not  found  it  necessary  to  employ  different  terms  for  these 
two  things.  For  example  a  bank  note  is,  strictly  speaking,  a  piece 
of  paper  testifying  to  a  property  right  of  the  bearer  against  a  bank. 
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Yet  it  is  common  to  speak  of  the  bank  note  as  though  it  were  the 
right  itself.  When  once  he  has  been  warned,  the  reader  is  not 
Hkely  to  have  any  diflBculty  over  such  usage,  loose  though  it  con- 
fessedly is. 

Wealth  and  income:  fund  and  flow.  There  is  a  fundamental 
difference  between  wealth  and  income,  which  manifests  itself  in 
the  matter  of  measurement.  When  wealth  is  measured  it  is  the 
quantity  in  existence  at  a  certain  time  that  is  determined.  TiT"- 
measuring  income  we  ascertain  the  amount  of  service  that  is 
rendered  during  a  certain  period  of  time.  We  do  not  speak  of  the 
yield  of  an  orchard  or  the  service  of  a  carpenter  at  1.25  p.m.  of  a 
certain  date.  It  is  ordinarily  impossible  to  think  of  income  except 
in  reference  to  an  appreciable  length  of  time.  An  orchard  yields 
so  many  bushels  of  apples  per  year,  a  mason  lays  so  many  bricks 
per  day  or  per  hour,  etc.  Wealth  is  a  fund;  it  is  measured  as  of  a 
certain  instant  in  time.  Income  is  a  flow;  it  is  measured  as  of  a 
certain  i^eriod  of  time.' 

Value  as  a  conimon  denominator.  Each  kind  of  wealth,  in- 
come, or  property  has  its  appropriate  unit  of  measure.  But  there 
is  one  unit  in  which  all  kinds  of  wealth,  income,  and  property 
may  be  measured  and  which  is  by  far  the  most  important  of  all 
units.  This  is  the  unit  of  value  or  price.  The  universality  of 
exchange  is  one  of  the  characteristics  of  the  modern  economic 
organization,  to  which  much  attention  will  be  given  in  the  succee<l- 
ing  pages.  Value  and  price  are.  next  to  wealth  itself,  perhaps  the 
most  important  of  the  fundamental  concepts  with  which  the 
student  of  economics  must  equip  himself  at  the  outset  of  his  study. 
We  must  examine  this  subject  closely  and  formulate  our  notions 
with  clearness  and  precision,  perhaps  at  the  risk  of  introducing 
once  more  some  fairly  obvious  concepts. 

Transfer  and  exchange.  When  Mr.  Jones  gives  his  dwelling 
house  to  his  wife,  there  is  a  change  of  ownership.     The  house, 

'  By  the  methods  of  the  infinitesimal  calculus,  the  period  taken  for  the  measure- 
ment of  income  may  be  reduced  to  zero,  thus  making  possible  the  measurement  of 
income  as  a  rate  of  flow  at  an  instant  of  time.  This  concept  is  of  great  importance 
in  certain  advanced  problems  of  economics,  as  it  is  in  some  of  the  natural  sciences. 
It  need  not  further  concern  us  in  this  elementary  book. 
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which  formerly  belonged  to  ^Ir.  Jones,  now  belongs  to  Mrs. 
Jones.  A  change  of  ownership  of  wealth  is  called  in  economic 
terminology  a  iransftr.  Tiaiisfer  takes  place  whenever  wealth 
is  bought  or  sold,  bequeathed,  or  given  away.  Now  suppose  Mrs. 
Jones  sells  the  house  to  the  Brown  Realty  Co.  for  S20,0U0.  There 
has  been  another  transfer  of  the  house.  But  this  time  there  has 
been  also  a  transfer  of  money,  from  the  Brown  Realty  Co.  to  Mrs. 
Jones.  These  two  transfers  together  make  an  exchange,  which  is 
defined  in^echnical  language  as  a  pair  uf  voluntary  transfers  be- 
tween ^co  giniers,  when  each  transfer  is  »iade  in  consider atiuii^... 
the  other.  A  gift  is  not  an  exchange,  since  there  is  only  one  transfer. 
As  is  said,  there  is  "  no  consideration." 

Barter  and  money  exchange.  Exchanges  made  without  the  use 
of  money  arc  called  barter.  For  example,  the  farmer  brings  ten 
tTozeii  "eggs  to  the  village  storekeeper  and  takes  in  return  ten 
gallons  of  gasoline  and  ten  quarts  of  motor  oil.  This  transaction 
fits  the  definition  of  an  exchange.  "  Swapping  "  horses  or  any- 
thing else  is  barter.  At  some  time  in  the  history  of  any  people, 
barter  was  probably  tlic  usual  form  of  exchange,  such  as  there  was, 
and  a  certain  amount  of  l)arter  always  goes  on  among  all  i)eoples 
today.  But  the  civilized  world  long  ago  abandoned  barter  as  the 
normal  form  of  exchange.  In  practically  all  exchanges  today 
one  of  the  transfers  is  a  transfer  of  money,  and  money  exchange 
has  thus  taken  the  place  ('f  barter.  The  subject  of  money  will 
come  ui>  for  special  study  in  later  chapters.  For  the  present  it  is 
sufficient  to  know  that  money  consists  of  articles  of  wealthy  and 
property  rights  which  are  generally^ accepted  in  exchange  for  otJicr 
wealth  and'^xrcicLs."  The  money  of  the  United  States,  as  everyone 
knows,  consists  of  gold  and  silver  coins,  various  forms  of  "  paper 
money,"  and  small-change  coins  of  nickel  and  copper.  Tlic  unit 
is  the  dollar. 

Value.  From  exchange  come  two  of  the  most  important  con- 
cepts of  economics  and  business,  not  to  say  of  modern  human  life 
in  general ;  namely,  value  and  price.  As  the  term  is  employed 
in  economics.  th>  '         "antity  of  any  other 

thing  fhat  would  be  giicn  in  cxcii<niiji j(_u  lli'  Ju^l  '  '•  ■    -■      If  ten  dozen 
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eggs  could  be  exchanged  for  two  bushels  of  potatoes,  the  value  of 
the  eggs  is  two  bushels  of  potatoes,  and  the  value  of  the  potatoes  is 
ten  dozen  eggs.  If  a  ton  of  stove  coal  is  sold  for  twelve  dollars,  the 
value  of  the  coal  is  twelve  dollars,  and  the  value  of  twelve  dollars 
is  one  ton  of  stove  coal.  It  is  not  customary  however  to  speak 
of  the  value  of  money  in  this  way.  On  the  other  hand  values 
of  practically  all  other  things  are  regularly  expressed  in  terms  of 
money. 

Price.  The  price  of  anything  is  the  amount  of  money  that  would 
he  given  in  exchange  for  one  unit  of  it.  If  a  pound  of  cotton  would 
sell  for  twenty  cents,  the  price  of  cotton  is  twenty  cents  per  pound. 
In  stating  the  price  of  anything,  the  unit  of  measure  used  must 
always  be  stated  or  understood. 

Value  and  price.  The  terms  value  and  price  are  of  course  used 
more  or  less  vaguely  and  inconsistently  in  popular  speech,  and 
there  is  some  difference  in  usage  among  economists.  The  defini- 
tions laid  down  here  agree  as  clo.sely  as  is  possible  with  popular 
usage,  and  they  will  prove  themselves  the  most  useful  ones  for 
economic  analysis.  As  here  defined,  value  and  price  are  closely 
related  to  each  other.  They  are  flistinguished  from  each  other 
in  that  (1)  value  may  be  expressed  in  terms  of  any  kind  of  wealth, 
property,  or  service,  while  the  price  of  anything  is  always  expressed^ 
in  money,  and  (2)  the  term  value  is  used  for  any  quantity  of  a  good, 
whereas  price  relates  only  to  one  unit.  In  practice  value  as  well 
as  price  is  usually  expressed  in  terms  of  money ;  in  which  case 
value  is  price  multiplied  by  quantity,  and  the  value  of  one  unit  is 
identical  with  the  price.  Thus  if  a  farm  sells  for  S25,00(),  we  may 
say  that  the  value  of  the  farm  is  $25,000,  or  that  its  pric^is  S25,00(). 
We  should  not  say  that  the  price  of  fifteen  tons  of  coal  is  SloO, 
but  should  say  that  the  value  of  fifteen  tons  of  coal  is  S150,  because 
the  price  is  ten  dollars  a  ton. 

The  unit  of  value.  Value  thus  gives  us  a  common  unit  in  which 
to  measure  all  kinds  of  wealth,  income,  and  property.  This  is  the 
unit  of  money  value;  i.e.,  the  value  of  the  monetary  unit,  in 
America  the  dollar.  Since  value  is  almost  always  expressed  in 
terms  of  money,  wc  ma\-  ordinarilv  call  the  dollar  the  unit  of  valuc^ 
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not  bothering  always  to  say  the  unit  of  "  money  value."  Thanks 
to  this  common  unit,  it  is  possible  to  total  a  list  of  various  articles 
of  wealth  and  property  rights.  Bushels  of  potatoes,  yards  of 
cloth,  pounds  of  sugar,  acres  of  land  cannot  be  added  together. 
But  the  values  of  all  these  things  can  be.  It  is  possible  therefore 
for  the  business  man  to  make  an  "  inventory,"  for  the  citizen  to 
make  up  his  "tax  list,"  for  anybody  to  make  a  list  of  his  possessions 
and  get  the  total.  Above  all,  it  is  possible  to  keep  accounts  of 
wealth  and  property  and  income. 

EXERCISES 

1.  Which  of  the  following  may  properly  be  called  wealth?    Give  a  reason 
in  each  case. 

(a)  A  gold  coin,  (b)  Gold  ore  in  a  mine,  (c)  Gold  in  the  sun.  (d)  An 
autograph  of  Benjamin  Franklin,  (c)  A  healthful  climate.  (/)  Execu- 
tive ability,     (g)  A  farm  whose  ownership  is  under  dispute. 

2.  According  to  definition  did  land  on  Robinson  Crusoe's  island  have  a 
value  ? 

3.  What  benefit  is  remlered  by  : 

(a)  A  pound  of  sugar?  (6)  A  pleasure  automobile?  (c)  An  acre  of 
wheat  land?  (d)  A  customs  house  inspector?  (e)  Whisky  containing 
wood  alcohol?  (/)  A  war  medal?  (g)  A  roulette  wheel?  (h)  A 
moving  picture  actor? 

4.  Are  the  following  property?     If  so,  on  what  is  the  property  right  based? 
(a)  Life   insurance   policy.     (/;)   Hank   note,     (c)  A   signed   promise  to 

subscribe  for  the  Xews.     (J)  Ticket  to  a  football  game,     (e)  Building 
site.     (/)  .\  gambling  obligation. 

5.  During  the  World  War  the  United  States  borrowed  billions  from  the 
people  through  the  .sale  of  Liberty  Bonds. 

(a)  Does  this  debt  affect  the  wealth  of  the  United  States? 

(6)  During  the  years  these  bonds  are  outstanding,  interest  will  be  paid 
the  bondholders  out  of  funds  raised  by  taxation.  Does  the  annual 
pa.NTnent  of  interest  on  a  national  debt  of  this  kind  affect  the  wealth 
of  the  country? 

(c)  Will  the  wealth  of  the  country  be  affected  if  the  bonds  are  paid  off? 

Note.    This  exercise  refers  to  immediate  effects,  not  to  remote  or  indirect  con- 
sequeuces. 


CHAPTER   II 
THE  FACTORS  OF   PRODUCTION 

/  Production,  The  first  step  in  the  study  of  production  must 
/  be  to  settle  exactly  what  is  meant  by  the  term.  Who  are  the  pro- 
ducers of  the  world  ?  Shall  all  who  engage  in  any  form  of  mental 
or  physical  labor  be  considered  producers,  or  is  there  a  dividing 
line ;  are  some  engaged  in  productive  and  others  in  unproductive 
labor  ? 

Common  usage  would  lead  us  to  say  at  once  that  the  farmer, 
who  raises  wheat,  is  a  producer;  he  obviously  produces  wealth, 
in  that  he  creates  something  which  did  not  previously  exist.  But 
a  little  reflection  will  show  that  he  is  a  creator  or  producer  only 
in  the  sense  that  he  has  been  instrumental  in  effecting  a  change  in 
the  form  or  relationship  of  various  physical  elements  already  in 
existence  so  as  to  make  them  suitai)le  for  human  consumption. 
The  cotton  manufacturer  likewise  adds  nothing  to  the  world's 
store  of  materials,  but  when  he  twists  cotton  fibre  into  thread  and 
weaves  thread  into  cloth  he  has  added  to  the  utility  of  the  cotton 
in  the  eyes  of  the  consumer.  If  we  examine  any  other  form  of 
agriculture  or  manufacturing,  we  shall  find  that  the  essence  of  the 
particular  operation  is  to  bring  about  a  change  in  the  form  of  the 
good  which  will  bring  it  one  stage  nearer  the  condition  where  it 
may  satisfy  a  human  want.  The  production  or  creation  of  wealth 
means  then  a  change  which  renders  the  article  more  useful ;  in 
other  words,  it  is  the  creation  of  utiUtij. 

Thus  far  we  have  considered  only  one  of  the  many  phases  of 
business  activity.  There  seems  to  be  little  similarity  between 
farming  and  the  operation  of  a  railroad  if  one  views  only  the  tech- 
nique of  each  business,  but  the  purpose  is  essentially  the  same. 
Wheat  on  the  farms  of  the  West  is  quite  as  useless  to  the  consumer 
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of  the  East  as  if  it  had  never  been  grown,  and  the  service  of  the 
railroad  in  bringing  it  to  the  consumer  is  just  as  essential  as  that 
of  the  farmer  in  growing  it.  The  grocer  who  keeps  flour  in  stock 
to  meet  his  customers'  demands  is  performing  a  similar  service, 
for  the  consumer  not  only  wants  a  particular  good  at  a  particular 
place,  but  he  wants  it  at  a  definite  time.  Today's  flour  is  patently 
more  useful  in  satisfying  today's  hunger  than  flour  which  will  not 
be  available  until  next  week.  Likewise  the  grain  broker  who  facil- 
itates the  sale  of  wheat  by  bringing  the  buyer  and  seller  together, 
the  banker  who  extends  credit  and  thus  makes  possible  the  sale, 
and  a  host  of  others  are  creating  utilities. 

Thus  are  illustrated  the  four  forms  which  the  production  of 
wealth  may  take  —  the  creation  oi  form  utility,  ofplace  utilityjof 
time  utility,  and  of  mtmenMp  utility.  All  effort  directed  toward 
the  production  of  wealth  may  be  classified  under  one  or  another 
of  these  four  headings  ;  agrjcultiice  and  mauufacturiiig  result  pri- 
marily in  the  creation  of  form  utility,  all  the  varied  transportation 
services  are  engaged  in  creating  place  utility,  merchants  of  iU 
classes  and  bimkcTs.  brokers,  and  other  middlemen  are  creating 
time  utility  and  ownership  utility.  To^  the_first  £ne  a|one  the 
name  {)r()du(ti()n  is  sometimes  given,  doubtless  because  of  the 
obvious  character  of  the  change,  l)ut  in  view  of  the  essential 
nature  of  the  other  three  forms  it  is  difficult  to  justify  such  usage, 
and  we  shall  use  the  term  production  of  wealth  to  include  all 
four. 

Although  our  {jrimary  interest  in  the  study  of  production  centres 
around  the  production  of  wealth,  it  should  not  be  forgotten  that 
man  has  wants  which  cannot  be  satisfied  by  wealth  alone.  A 
mechanic-al  piano  may  .satisfy  the  longing  of  one  for  music,  but  to 
another  it  is  a  sorry  substitute  for  the  performance  of  the  pianist. 
If  the  labor  of  the  pianist  in  making  the  roll  for  the  mechanical 
piano  is  productive,  certainly  his  performance  on  the  concert 
platform  must  also  be  productive.  We  must  therefore  include  in 
our  definition  of  production  the  rendering  of  direct  pefsoTiaT  "serv- 
ices  byTree~per?nns.  rompletely  stated,  produrtioTi  rnirsisls  of  (a) 
the  jirnil'i  ■  •';,  \rhich  is  defined  as  the  creation  of  utility  in 
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wealth,  and   (6)  the  rendering  by  free  persons  of  direct  personal 
services. 

This  definition  is  intentionally  broad,  including  any  effort  which 
results  in  the  satisfaction  of  a  human  want.  In  defining  utility 
it  was  pointed  out  that  scientific  definitions  have  nothing  to  do 
with  questions  of  ethics  or  morals.  Like  utility,  the  word  pro- 
duction carries  with  it  no  moral  significance,  although  economists 
are  not  therefore  unaware  that  efi'ort  spent  in  some  directions 
may  be  less  commendable  than  effort  spent  in  others,  and  that  the 
results  of  human  exertion  may  be  fatal  to  individuals  or  disastrous 
to  society.  The  study  of  production  is  the  study  of  human 
activity  in  satisfying  wants,  whether  or  not  that  activity  can  be 
approved  on  moral  or  ethical  grounds. 

The  factors  of  production.  In  spite  of  the  fact  that  man, 
physically  and  intellectually,  is  today  probably  little  different  from 
what  he  was  at  the  time  when  historical  records  begin,  and  in 
spite  of  the  fact  that  the  natural  forces  and  laws  have  remained 
the  same,  the  effectiveness  of  man's  efforts  devoted  to  the  satis- 
faction of  his  wants  has  during  the  period  covered  by  history 
immeasurably  increased.  The  explanation  lies  in  the  fact  that 
man  has  gradually  accumulated  knowledge  of  the  natural  environ- 
ment and  learned  to  make  it  serve  him  in  production. 

This  power  to  guide  and  control  natural  forces  to  his  own  ends 
marks  one  great  difference  between  man  and  the  beast.  Animals 
take  what  is  offered  them,  and  if  their  necessities  are  not  supplied 
some  or  all  of  them  must  die.  Man  struggles  so  to  change  the 
environment  that  there  shall  be  enough  of  the  necessities  to  keep 
him  alive;  he  forces  nature  to  produce  the  plants  and  animals 
he  wants.  He  has  also  learned  how  to  make  tools  and  machines 
which  make  his  own  labor  more  effective.  Centuries  before  the 
beginning  of  historical  times  man  must  have  roamed  the  fields 
seeking  wild  berries  and  edible  roots  for  his  food,  and  his  early 
attempts  to  produce  food  were  crude  in  the  extreme.  But  with 
centuries  of  striving  improvements  have  come,  so  that  at  present 
the  same  effort  results  in  many  fold  the  product  of  former  times. 
The  economic  history  of  mankind  is,  from  one  point  of  view,  the 
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story  of  how  men  have  secured  food,  shelter,  clothing,  and  the 
comforts  and  refinements  of  life  in  increasing  abundance  and  with 
less  and  less  effort. 

Man  thus  enlists  in  his  service  two  powerful  partners,  and  these 
three  -  man,  nature,  and  capital  -  work  together  in  production, 
with  results  which,  when  compared  with  man's  first  efforts,  are 
almost  unbelievable.     These  three  partners  are  commonly  called 
thsJmiQUL-Qf  prxdmiitm  under  the  title>,  luml.  Labor,  uud  cayital, 
the  first  two  being  figuratively  used  to  stand  for  nature  (not  merely 
land  in  the  narrow  sense)  and  man.     The  rest  of  this  chapter  will 
be  devoted  to  the  study  of  their  place  in  the  economic  organization. 
Land      Land  is  essential  in  providing  "  standing  room  "  for  the 
population  of  the  earth  ;  it  provides  the  food  supply  for  the  people 
and  the  raw  materials  for  the  factories  and  is  the  original  source 
of  all  that  man  has.     It  is  more  than  mere  land,  for  it  embraces 
the  whole  natural  environment,  including  the  oceans,  lakes,  and 
rivers,  the  topography  of  tlir  land,  whether  a  level  or  a  mountain- 
ous countrv,  the  character  of  the  soil,  the  amount  and  seasons  ot 
the  rainfall,  the  range  of  temperature  at  diiVerent  seasons,  the 
mineral  dein.sits.  the  water  power,  and  a  host  of  other  features, 
all  of  which  are  important  and  may  have  a  determining  efiect  on 
the  character  of  occupation  and  the  type  of  industry  in  a  particular 

4;egion.  t   \,      \, 

There  are  manv  examples  illustrating  the  influence  of  the  char- 
acter of  la.ul  on  the  industrial  life  of  a  locality.     The  conjunction 
of  coal  and  iron  in  close  proximity  to  each  other  almost  inevitably 
stimulates  the  building  of  inctallurgic  works  and  leads  to  the 
growth  of  manufacturing  ;  the  point  where  one  large  river  empties 
into  another  invites  the  building  of  a  trading  centre;    the  even 
humiditv  of  the  atmosphere  may  give  a  region  an  advantage  m 
the  making  of  fine  cotton  cloth  ;  the  presence  of  waterfalls  m  the 
past  invited  the  founding  of  gristmills  or  cotton  mills  and  at  pres- 
ent determines  the  location  of  hy.lro-electric  plants.     While  many 
industries  are  located  in  places  which  seem  at  the  present  time  to 
offer  few  natural  advantages,  investigation  of  the  cause  of  the 
original  establishment  will  usually  disclose  that  there  was  at  one 
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time  some  real  advantage.  At  the  time  when  cotton  mills  were 
first  started  in  the  United  States  the  only  available  power  was 
furnished  by  running  streams.  Hence  the  mills  were  located  in 
places  where  water  power  was  available,  such  as  Lowell  or  Law- 
rence. Today  water  power  is  not  of  such  importance  as  steam 
power,  yet  we  find  the  textile  industry  of  Massachusetts  still 
largely  concentrated  in  the  region  of  its  birth.  The  reason  is 
that  when  an  industry  is  once  located  in  a  place  it  attracts  other 
manufacturers  in  the  same  line  of  industry.  There  may  no  longer 
be  natural  advantages  in  the  locality,  but  there  are  artificial  ad- 
vantages, such  as  a  labor  force  skilled  in  the  particular  trade,  the 
presence  of  subsidiary  industries  which  can  take  care  of  minor 
operations,  transportation,  banking,  and  other  facilities  devoted 
to  that  particular  trade. 

Labor.  Land  without  labor  is  useless  for  the  purposes  of  man. 
Even  in  the  spots  most  favored  by  nature  some  effort  is  required 
to  secure  the  goods  desired,  and  on  most  of  the  earth's  surface 
much  exertion  is  necessary  to  make  a  living.  For  the  majority  of 
men  labor  is  painful  and  is  avoided  if  possible.  Only  when  the 
desirability  of  things  which  can  be  secured  by  labor  is  considered 
to  outweigh  the  unpleasantness  of  mental  or  physical  exertion 
will  the  effort  be  undertaken.  Mental  effort  is  as  truly  labor  as 
physical  exertion.  Probably  the  physician  derives  more  pleasure 
from  his  work  than  a  factory  helper  does,  but  our  only  standard  of 
whether  a  given  effort  is  labor  or  not  is  whether  it  contributes  to 
production.  The  efforts  of  the  physician,  the  lawyer,  the  judge, 
the  business  executive,  and  the  government  official  all  add  to  the 
total  amount  of  enjoyable  goods  and  services  which  constitute  the 
income  of  society.  Some  of  it  directly  increases  the  flow  of  goods 
and  services,  some  indirectly  by  making  the  work  of  others  more 
productive. 

We  arc  all  aware  that  the  effectiveness  of  labor  varies  with 
different  climates  and  with  different  races.     The  contrast  between 
a  backward  country,  located  in  the  tropics,  richly  endowed  By 
nature,  and  one  of  the  Scandinavian  countries  or  Iceland  suggests" 
itself.     In  spite  of  the  relatively  unimportant  natural  resources 
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of  the  latter  countries,  the  per  capita  addition  of  each  man  to  the 
world's  total  production  is  much  greater  there  than  in  many  a 
more  richly  endowed  tropical  country. 

Efl5ciency  of  labor.  It  has  been  suggested  that  the  effective- 
ness of  labor  is  dependent  on  three  factors  —  race  and  inheritance, 
health  and  energy,  training  and  social  environment.^  That  the 
qualities  which  any  race  inherits  are  of  great  importance  cannot 
be  denied.  A  high  degree  of  intelligence,  the  ability  to  learn, 
the  ability  to  persevere  arc  characteristic  of  most  northern  races. 
Inability  to  receive  more  than  a  small  amount  of  instruction  or 
to  grasp  abstract  ideas,  fickleness  of  purj)()sc,  and  a  lack  of  the 
power  of  concentration  are  found  in  some  of  the  races  of  Africa 
and  Australia.  Perhaps  the  development  of  the  former  charac- 
teristics has  been  the  only  moans  of  racial  j)reser\ation  in  the  in- 
hospitable northern  regions,  while  maintaining  life  has  been  easier 
in  the  warmer  climates.  This  speculation  opens  up  some  present- 
day  problems  of  importance,  which  however  cannot  be  considered 
here. 

Health  and  energy'  i^eem  largely  to  be  governed  by  climatic 
conditions.  Both  a  high  average  temperature  and  a  low  average 
temperature  impede  mental  and  physical  efficiency.  Other 
things  being  etjual  a  variable  climate  is  more  desirable  than  a 
monotonous  one.  A  rise  or  a  fall  in  temperature,  or  a  storm,  seems 
to  stimulat(  a(  Ti\  ity.  IVom  this  .standpoint  as  well  as  from  the 
standpoint  of  temperature  the  climate  of  the  northeastern  part 
of  the  United  States  is  highly  stimulating. 

A  good  racial  inheritance,  health,  and  energy  are  of  little  avail 
without  proper  training.  Such  training  is  more  important  in  the 
present  era  of  the  world's  civilization  than  at  any  time  in  the  past 
because  of  the  greater  complexity  of  the  industrial  and  commercial 
processes.  Even  with  the  amount  of  training  already  provided 
there  are  doubtless  thousands  at  work  in  positions  for  which  they 
are  not  adequately  trained  and  in  which  they  are  conscfpiently  not 
as  effective  as  they  should  be.  And  perhaps  more  disturbing  is 
the  thought  that  many  men  and  women  are  doing  routine  work 

•  Cf.  E.  Huntington  and  F.  E.  Williams,  Business  Geography,  p.  ."i?. 
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who  have  the  capacity  to  handle  work  of  a  more  exacting  nature 
more  satisfactorily  than  some  of  those  to  whom  it  is  now  entrusted. 
The  work  of  the  factory  operatives  as  a  whole  is  quite  as  essential 
to  the  productive  processes  as  the  work  of  the  scientist.  The  rea- 
son we  value  the  effort  of  the  scientist  so  much  more  highly  than 
that  of  the  former  is  because  there  are  relatively  fewer  capable  of 
becoming  trained  scientists;  we  value  the  work  of  the  expert 
accountant  more  highly  than  that  of  the  bookkeeper  because  any- 
one with  a  moderate  amount  of  intelligence  can  learn  to  keep  a  set 
of  books,  while  the  ability  to  interpret  the  accounts  and  to  devise 
systems  which  will  accurately  tell  the  history  of  a  business  con- 
cern is  not  given  to  all.  The  failure  to  make  the  most  effective 
use  of  the  talents  of  individual  members  of  society  constitutes  a 
social  loss ;  production  is  not  as  efficient  as  it  might  be. 

The  most  reasonable  hope  of  improvement  in  the  use  of  labor 
lies  in  an  expansion  of  the  field  of  training  and  education,  and 
particularly  in  the  field  of  vocational  education.  To  find  out  what 
a  boy  or  girl  is  best  fitted  by  natural  endowment  to  do,  whether 
medicine  or  engineering  or  blacksmithing,  and  then  to  provide 
the  proper  training  is  at  the  same  time  one  of  the  most  difficult 
and  one  of  the  most  important  of  modern  educational  problems. 

Capital.  The  third  factor  in  production  is  capital.  Ordinarily 
the  term  capital  is  synonymous  with  wealth ;  that  is,  useful 
material  articles  owned  by  man,  but  in  discussing  the  |act0F&-of 
production  it  is  convenient  to  limit  the  term  capital  to  wealth 
which  man  has  produced,  thus  excluding  land.  Land  is  distin- 
guished from  capital  in  this  classification  because  of  its  peculiar 
relationship  to  production,  but  it  should  be  remembered  that  it 
constitutes  a  particular  and  important  class  of  capital  in  the  or- 
dinary use  of  that  term. 

At  this  point  we  are  particularly  interested  in  those  capital  goods 
which  are  useful  in  production.  There  is  an  important  group  of 
capital  articles  which  is  desired  primarily  for  its  own  sake  rather 
than  as  instruments  of  production,  including  the  mass  of  goods 
ready  for  consumption  —  food,  clothing,  furniture,  etc.  To  this 
we  give  the  name  consinncrs'  capital,  while  we  call  the  tools,  imple- 
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merits,  machines,  and  materials  which  are  to  be  used  to  produce 
consumable  goods  intermediate  goods  or  producers'  capital.  It  is 
however  not  always  possible  to  draw  a  sharp  line  between  pror., 
ducers'  and  consumers'  capital,  and  the  terms  are  not  always 
mutually  exclusive.  Some  goods  are  capable  either  of  being  used 
for  further  production  or  of  yielding  their  satisfactions  at  once. 
Coal  may  be  mined  for  use  in  factories,  or  it  may  be  used  in  the 
kitchen  stove  with  the  double  purpose  of  warming  the  room  and 
cooking  food,  or  it  may  be  burned  in  the  open  grate.  A  ship  may 
be  capable  of  use  as  a  yacht  or  as  a  carrier  of  freight.  Moreover 
virtually  every  sort  of  consumers'  capital  may,  when  used  to  satisfy 
wants,  be  at  the  same  time  serving  the  ends  of  production.  This  is 
obviously  true  of  the  form  of  consumers'  capital  par  excellence, 
food,  and  it  will  be  recognized  as  true  even  of  many  of  the  less 
essential  forms  and  even  of  many  mere  luxuries,  such  as  athletic 
goods.  But  in  spite  of  these  qualifications  we  shall  find  the  con- 
cepts useful  in  analysis,  and  with  this  warning  the  reader  can  easily 
avoid  confusion. 

Capital  in  production.  We  are  so  accustomed  at  the  present 
time  to  tools  and  machinery  of  every  description  that  it  is  difficult 
to  imagine  conditions  in  which  they  were  entirely  lacking;  yet  at 
some  stage,  long  before  the  beginnings  of  history,  man  must  have 
been  dependent  on  the  unaided  efforts  of  his  hands.  Such  a 
situation,  where  brute  strength  or  cunning  is  relied  upon  to  secure 
the  means  of  subsistence,  may  be  called  direct  production.  What 
the  first  implement  was  is  a  matter  of  conjecture ;  it  may  have 
been  nothing  more  highly  developed  than  a  club.  Then  possibly 
someone  conceived  the  idea  of  attaching  a  sharp  stone  to  the  club, 
and  an  axe  or  hatchet  was  the  result.  Certain  it  is  that  tools 
came  into  use  very  slowly,  and  for  centuries  only  the  rudest  and 
most  primitive  were  known.  Even  during  most  of  the  centuries 
of  which  we  have  historical  records,  the  machines  and  tools  were 
of  the  simplest  sort.  But  with  the  first  tool  came  a  definite  ad- 
vance, for  man  had  started  on  his  yet  unfinished  process  of 
changing  the  conditions  of  his  environment  to  meet  his  rapidly 
growing  needs. 
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Production  with  tools  and  implements  is  called  indirect  or 
roundabout  production.  One  may  for  example  acquire  the  art  of 
catching  fish  with  his  hands  —  this  is  direct  production ;  but  if 
he  take  time  to  make  a  fishing  net  he  can  greatly  increase  the  effec- 
tiveness of  his  labor,  including,  as  of  course  we  must,  the  labor 
spent  in  making  the  net.  Instead  of  proceeding  du-ectly  to  secure 
the  desired  products,  time  and  energy  are  first  spent  in  making 
tools,  with  the  result  that  the  production  is  made  vastly  more  effec- 
tive and,  passing  beyond  the  small  range  of  activities  open  to  one 
without  tools,  production  brings  forth  things  which  could  not  con- 
ceivably have  been  made  with  the  unaided  hands. 

We  are  not  however  particularly  interested  in  the  contrast 
between  direct  and  indirect  methods  of  production  ;  the  economies 
of  the  latter  method  are  so  patent  as  to  require  no  further  demon- 
stration. The  contrast  of  significance  is  between  a  less  and  a  more 
intensive  resort  to  the  roundabout  methods  of  production.  The 
rude  plow  which  our  ancestors  used  and  which  is  still  to  be  seen  in 
some  parts  of  the  world  was  but  a  pointed  piece  of  wood  hauled 
by  oxen  and  could  easily  be  made  by  the  farmer  himself.  Contrast 
the  labor  which  must  be  spent  in  building  the  modern  plow  and 
tractor.  First  of  all  the  ore  must  be  mined,  refined,  and  worked, 
the  lumber  must  be  milled,  machines  must  be  made  for  making  the 
iron  and  steel  parts,  and  machines  for  making  these  machines. 
There  are  in  fact  almost  countless  preparatory  stages  in  the  making 
of  any  machine  at  the  present  time.  Yet  even  counting  the  labor 
of  these  preparatory  steps  the  modern  plow  by  far  outdistances 
its  progenitor  in  output.  The  labor  necessary  for  the  erection  of 
a  modern  flour  mill  may  be  spread  over  many  years,  the  materials 
for  its  construction  may  be  gathered  from  the  four  corners  of  the 
earth,  and  hundreds  of  men  may  be  engaged  on  one  or  another  of 
the  preliminary  processes,  whereas  the  old-fashioned  gristmill 
could  be  made  in  a  few  weeks'  time  by  a  relatively  small  number 
of  laborers ;  but  the  output  of  the  modern  mill  per  unit  of  labor 
necessary  to  erect  and  operate  it  is  considerably  greater  than  came 
from  its  predecessor.  VWherever  we  find  an  example  of  intense 
recourse  to  the  roundabout  or  capitalistic  method  of  production, 
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we  may  safely  conclude  that  it  is  because  the  effectiveness  of  labor 
is  thereby  enhanced.  Capital  instruments  are  labor-saving  de- 
vices, not  only  from  an  individual's  point  of  view,  but  from  the 
point  of  view  of  society  as  well. 

The  accumulation  of  capital.  Saving.  The  degree  to  which 
indirect  methods  of  production  may  be  carried  depends,  in  part  at 
least,  on  the  quantity  of  capital  which  is  available  for  productive 
purposes.  Other  elements  enter,  such  as  the  progress  of  invention, 
the  size  of  the  plants  in  the  industry,  the  demand  for  handmade 
articles,  and  so  on,  but  the  quantity  of  capital  is  so  fundamental 
a  consideration  that  a  study  of  the  way  in  which  it  is  accumulated 
will  repay  our  consideration. 

The  formation  of  capital  depends  upon  the  readiness  of  men  to 
postpone  the  gratification  of  wants  in  the  present  in  the  hope  of 
increased  pleasures  in  the  future  ;  in  other  words,  it  remits  on  saving. 
In  relatively  simple  cases  this  is  quite  clear.  The  savage  who  has 
gathered  a  supply  of  corn  may  be  tempted  to  consume  it  before 
the  spring,  but  if  he  can  save  enough  for  seed  the  following  year 
he  can  hope  for  a  more  abundant  suj)ply  in  the  autumn.  A  farmer 
today  may  use  the  proceeds  from  the  sale  of  his  crops  to  buy  either 
a  new  automobile  or  an  agricultural  machine.  The  former  will 
yield  him  pleasure  at  once,  but  the  latter  will  enable  him  to  expand 
his  farming  operations  and  to  have  a  larger  surplus  of  grain  in  the 
future.  Nearly  every  manufacturer  is  confronted  at  some  time 
or  other  in  his  career  with  the  choice  between  using  the  profits 
of  the  business  to  expand  his  scale  of  living  and  "  putting  them 
back  in  the  business  "  in  the  form  of  enlarged  facilities. 

In  these  cases  we  can  easily  see  that  self-denial  —  saving  —  ha.s 
added  to  the  stock  of  capital.  For  the  majority  of  people  how- 
ever the  connection  between  saving  and  the  proiluctive  processes 
is  not  so  clear  or  so  direct.  Today  the  great  mass  of  people  gets 
its  living  by  exchanging  services  for  money  and  with  this  money 
purchasing  the  various  articles  which  are  required  or  desired.  To 
the  individual  the  saving  of  a  part  of  his  income  does  not  seem 
directly  to  affect  production  ;  it  appeals  to  him  solely  because  of  the 
necessity  of  providing  against  illness  or  old  age  or  because  under 
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our  present  system  money  can  be  left  in  a  savings  bank  or  loaned  or 
used  to  purchase  stocks  and  bonds  and  can  thereby  earn  interest. 
Yet  it  has  precisely  the  same  inflnenco  on  production  as  saving  by 
the  manufacturer. 

If  we  consider  saving  from  the  standpoint  of  society  as  a  whole, 
it  will  be  apparent  that  it  entails  the  devotion  of  effort  to  the  pro- 
duction of  intermediate  goods  which  might  have  been  spent  in 
producing  goods  capable  of  yielding  their  satisfactions  at  once. 
It  further  implies  that  the  consumption  needs  of  those  working 
on  the  intermediate  goods  must  be  met  from  the  flow  of  consumable 
goods  produced  by  others.     Were  it  not  so  they  could  not  live. 

We  can  imagine  a  simple  kind  of  social  organization  where  the 
tasks  are  arbitrarily  divided  among  the  different  men  and  women, 
where  all  share  in  the  common  product,  where  the  farmers  are 
required  to  set  aside  a  portion  of  their  produce  to  support  the 
miners  and  others  working  on  intermediate  goods,  receiving  their 
recompense  eventually  in  the  form  of  agricultural  implements 
which  will  greatly  increase  the  effectiveness  of  their  efforts. 

But  although  we  may  be  able  to  find  isolated  cases  where  the 
intermediate  worker  is  supported  by  direct  payment  in  com- 
modities, such  as  "  grubstaking  "  a  prospector,  it  is  far  from  the 
norma)  case.  The  ordinary  individual  saves  money,  not  com- 
modities, and  the  laborer  receives  his  remuneration  in  the  form  of 
money.  This  feature  serves  to  obscure  the  nature  of  the  problem 
and  make  it  seem  more  difficult  than  it  really  is.  A  clerk  who  saves 
$500  in  the  course  of  a  year  does  so  by  denying  himself  the  satis- 
factions which  might  have  been  obtained  from  the  consumption 
of  goods.  When  he  places  the  sum  in  the  savings  bank,  it  is  not 
kept  in  the  bank's  vaults  until  such  time  as  he  may  require  it  but 
is  loaned  to  some  borrower.  Now  it  is  possible  that  the  borrower 
may  want  the  money  to  purchase  goods  for  his  own  immediate 
pleasure,  but  most  loans  are  made  to  men  actively  engaged  in 
business  and  for  business  purposes.  Let  us  suppose  that  the 
savings  bank  uses  the  money  to  buy  a  bond,  a  part  of  an  issue 
of  bonds  put  out  by  a  railroad  in  order  to  be  able  to  finance  the 
construction  of  a  branch  line.     The  railroad  uses  the  funds  thus 
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secured  to  engage  men  to  work  on  the  construction  of  the  Hne  and 
to  purchase  the  results  of  past  labor  —  steel  rails,  ties,  etc.  The 
clerk  has  actually  passed  on  his  control  over  consumable  goods  to 
the  laborers  engaged  in  the  intermediate  processes ;  by  reducing 
his  own  consumption  he  has  made  it  possible  for  them  to  work  on 
non-consumable  goods  and  yet  to  live.  During  the  years  which 
may  be  required  to  construct  the  railroad  line  the  men  engaged  in 
all  the  preparatory  stages  might  have  been  producing  food,  cloth- 
ing, etc.,  and  for  the  time  being  have  greatly  increased  the  flow  of 
consumable  goods,  but  the  eventual  result  of  abstinence  on  the 
part  of  some  in  society  is  the  creation  of  a  great  machine  of  pro- 
duction, the  railroad,  which  makes  the  efforts  of  workers  in  all 
lines  many  times  more  fruitful.  The  saver  gets  his  reward  in  the 
form  of  interest,  but  he  also  shares  in  the  social  gain,  which  con- 
sists of  a  more  abundant  flow  of  consumable  goods. 

It  is  difficult  to  overestimate  the  importance  of  the  capitalistic 
or  indirect  methods  of  production  and  the  necessity  of  saving, 
and  it  is  easy  to  overestimate  the  adequacy  of  the  volume  of  sav- 
ings at  present  available  in  the  world.  Were  the  people  of  the 
nations  of  the  earth  suddenly  to  stop  saving,  in  the  sense  of  spend- 
ing all  earnings  on  consumable  goods,  it  would  be  but  a  short  time 
before  the  entire  structure  of  our  civilization  would  be  crumbling 
in  the  dust.  On  a  smaller  scale  this  has  happened  in  Russia. 
In  the  days  before  the  World  War  Russia's  industrial  fabric  de- 
pended in  large  measure  on  loans  from  foreign  nations.  Under 
the  Revolutionary  and  Soviet  regimes  Russia  has  to  a  large  extent, 
been  cut  off  from  foreign  sources  of  supply  and  in  the  disorder 
which  has  prevailed  has  been  living  in  part  on  her  capital.  Until 
recently  there  has  been  practically  no  replacement  of  capital 
goods  which  had  deteriorated  or  worn  out.  The  result  was  an 
enormous  decrease  in  the  efficiency  of  Russian  labor  and  the 
threatened  extinction  of  many  lines  of  industry. 

The  form  of  capital  instruments.  Invention.  The  effectiveness 
of  labor  in  production  depends  not  only  upon  the  amount  of  capital 
available  for  use  in  production,  but  also  upon  the  form  which  this 
capital  takes.     At  the  present  stage  in  industrial  development 
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we  could  doubtless  use  to  advantage  a  greater  number  of  the  tools 
and  machines  with  which  we  are  already  familiar,  but  there  must 
be  some  limit  to  the  gain  which  comes  from  duplicating  our  present 
machinery.  A  more  profitable  line  of  development  lies  in  improv- 
ing the  type  of  machines.  Not  two  printing  presses  of  the  same 
capacity,  but  one  improved  press  with  twice  the  ordinary  capacity. 

The  inventive  genius  of  the  world  is  constantly  studying  the 
possibilities  of  improving  old  machines  and  devising  new  machines 
to  take  care  of  processes  now  performed  by  hand.  Society  profits 
by  the  inventions  which  make  it  possible  to  secure  a  greater  flow 
of  commodities  with  a  smaller  expenditure  of  effort.  The  saving 
which  we  have  expressed  in  general  terms  appears  to  individual 
members  of  society  in  the  guise  of  a  lower  price  and  therefore  means 
that  a  given  income  represents  command  over  a  larger  number  of 
commodities  than  formerly.  Measures  which  stimulate  inventive 
genius  are  generally  in  the  public  interest.  The  inventor  may 
make  a  fortune  in  a  few  years  through  the  monopoly  which  a 
patent  right  confers  on  him,  but  the  people  as  a  whole  benefit 
still  more.  In  the  long  run  the  hope  of  making  a  fortune  is  the 
spur  which  leads  the  inventor  to  persevere  through  the  period  of 
fruitless  experimentation.  To  those  who  understand,  the  wealth 
which  Edison  has  accumulated  appears  a  small  price  to  pay  for  the 
services  he  has  performed  for  society  in  placing  so  many  comforts 
within  the  reach  of  people  of  modest  means. 

The  capitalist  class.  Strictly  speaking,  anyone  who  owns 
capital  is  a  capitalist,  and  there  can  be  no  clean-cut  distinction 
between  the  popular  terms  "  capitalist  "  and  "  laborer."  Many 
a  laboring  man  is  the  possessor  of  at  least  some  small  amount  of 
capital,  invested  and  yielding  him  an  income  in  the  form  of  interest 
or  dividends.  And  the  majority  of  the  wealthy  owners  of  great 
stores  of  capital  are  actively  engaged  in  productive  enterprise 
and  so  performing  labor  as  that  term  has  been  defined.  Yet  vague 
though  the  distinction  may  be  on  the  border  line,  it  has  become 
customary  to  speak  of  capitalists  and  laborers  as  separate  social 
classes,  and  the  classification  and  terminology  have  their  purposes. 
In  this  sense  the  laboring  class  includes  those  who,  though  possibly 
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owning  some  small  portions  of  capital,  nevertheless  devote  them- 
selves to  manual  labor  or  the  lower  grades  of  mental  labor  and 
derive  at  least  their  principal  support  from  the  wages  of  their 
labor.  The  capitalist  class  includes  those  whose  holdings  of  capital 
are  relatively  large  and  who  are  either  above  the  necessity  of  per- 
forming labor  or  whose  labor,  if  they  do  work,  is  of  the  higher 
grades  devoted  to  direction  and  control  of  capital  and  the  labor 
of  others. 

This  class  derives  a  considerable  income  in  the  form  of  interest 
and  dividends  from  their  capital,  quite  apart  from  any  reward 
for  their  labor,  and  their  position  enables  them  to  exert  a  powerful 
influence  upon  the  destinies  of  the  laboring  class.  To  many  the 
income  and  the  power  which  result  from  the  ownership  of  capital 
seem  hard  to  justify.  Justification  or  condemnation  of  the  capital- 
istic system  is  not  our  purpose.  But  it  is  pertinent  to  call  atten- 
tion to  the  essential  service  which  is  rendered  by  the  capitalists 
and  which  the  careless  critic  sometimes  forgets.  Capitalistic 
or  roundabout  production  is  a  time-consuming  process.  Someone 
has  to  wait  until  the  final  product,  the  good  which  has  led  to  all 
this  preliminary  investment  in  machinery  and  building,  emerges. 
During  this  interval  the  workers  must  live.  They  are  in  reality 
producing  a  future  good,  but  they  must  have  present  means  of 
securing  present  goods.  The  capitalist  is  the  one  who  does  the 
waiting,  and  his  operations  resolve  themselves  into  a  series  of 
advances  to  the  laborers.  The  logic  of  the  return  which  the  capi- 
talist gets  in  the  form  of  interest  is  based  on  the  fact  that  without 
this  incentive  he  will  not  wait,  will  not  tide  the  laborers  over  the 
preliminary  stages  of  production,  but  will  increase  his  own  con- 
sumption. Savings  will  be  checked,  and  society  will  lose  as  pro- 
duction falls  off. 

Possibly  some  other  system  may  some  day  be  devised  and  carried 
into  operation  which  will  supplant  the  individual  as  the  saving 
unit  in  society  and  hence  do  away  with  the  necessity  of  a  personal 
reward,  but  whatever  system  is  attempted  the  waiting  period  can 
never  be  done  away  with.  And  v.'hether  socialism  or  communism 
or  syndicalism  be  attempted,   the  capitalistic  method  of  pro- 
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duction  cannot  be  destroyed  without  relapsing  into  barbarism. 
Either  individuals  in  society  or  the  group  as  a  whole  must  save 
and  turn  the  savings  into  the  machinery  of  production. 

The  entrepreneur.  Land,  labor,  and  capital  cannot  work  to- 
gether effectively  without  organization,  direction,  and  control. 
This  function  in  the  modern  economic  organization  is  entrusted 
to  the  business  man,  the  enterpriser,  the  entrepreneur.  So  impor- 
tant is  his  function  that  the  entrepreneur  is  by  some  writers  ele- 
vated to  the  rank  of  a  fourth  "  factor  of  production."  Since  what- 
ever the  entrepreneur  does  falls  clearly  within  our  definition  of 
labor,  there  seems  no  need  of  thus  putting  him  in  a  class  by  himself. 
He  is  economically  a  laborer,  although  in  the  popular  separation  of 
social  classes  he  generally  falls  in  the  capitalist  rather  than  the 
laboring  class.  In  fact  the  entrepreneur  is  quite  generally  a  con- 
siderable owner  of  capital  and  so  a  capitalist  as  well  as  a  laborer. 
We  are  able  nevertheless  to  distinguish  between  the  functions  of 
laborer,  capitalist,  and  business  leader,  even  though  they  may  be 
united  in  one  person. 

The  function  of  the  entrepreneur  is  primarily  that  of  making 
decisions  as  to  the  use  of  land,  labor,  and  capital  in  any  given 
business.  He  determines  the  relation  of  land,  labor,  and  capital 
to  each  other,  the  degree  to  which  it  is  profitable  to  supplant 
manual  labor  by  labor-saving  machinery,  the  amount  of  a  given 
good  which  can  profitably  be  produced.  Whether  a  new  invention 
is  to  be  given  a  trial  depends  on  his  judgment.  He  studies  the 
nature  of  the  industrial  operations,  tries  to  simplify  them  as  much 
as  possible,  and  assigns  laborers  to  one  task  or  another  according 
to  his  opinion  of  their  abilities.  The  responsibility  for  the  entire 
internal  and  external  organization  of  a  business  falls  on  his 
shoulders  —  the  coordination  of  production,  finance,  buying,  and 
selling.  The  larger  the  business,  the  more  incentive  there  is  to 
delegate  to  others  all  tasks  of  a  routine  nature  and  the  more 
closely  does  the  work  of  the  chief  executive  partake  of  the  nature 
of  decision-making. 

Business  profits  tend  to  vary  directly  with  administrative  and 
executive  ability.     Many  business  men  at  the  present  time  get 
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no  more  than  wages  —  the  wages  which  would  be  paid  any  hired 
manager  to  attend  to  the  routine  of  the  business.  Others  get 
business  profits  which  correspond  to  their  superior  business  ability. 
There  are  those  who  regard  the  profits  of  the  business  man,  par- 
ticularly when  they  are  large,  with  a  disfavor  no  less  than  that  with 
which  they  contemplate  the  interest  of  the  capitalist.  Here  again 
it  is  not  our  purpose  either  to  justify  or  to  condemn  the  present 
system.  But  it  is  evident  that  much  of  the  condemnation  of  busi- 
ness profits  is  the  result  of  failure  to  appreciate  the  service  which 
the  business  leader  really  performs. 

It  is  probable  that  as  much  native  talent,  not  to  say  genius,  is 
required  of  those  who  attain  first  rank  in  business  leadership  as 
is  required  of  the  pianist  who  becomes  a  performer  of  the  highest 
order.  There  are  many  with  modest  musical  gifts,  but  few  with 
the  natural  ability,  intellectual  insight,  and  emotional  qualities 
of  Liszt  or  Rubinstein.  We  refuse  to  tolerate  the  public  perform- 
ances of  indifferent  performers,  but  we  are  compelled  to  permit 
many  business  concerns  to  be  managed  by  men  of  mediocre 
business  talent,  because  of  the  lack  of  a  sufficient  number  of  leaders 
of  the  highest  grade. 

It  would  seem  therefore  profitable  to  society  to  encourage  in  all 
ways  the  exercise  of  this  business  ability  in  order  that  the  most 
capable  leaders  may  serve  as  guides  to  the  less  capable.  If  the 
stage  is  ever  reached  where  further  progress  is  impossible,  business 
profits  will  cease  as  the  less  capable  of  the  business  men  finally 
catch  up  with  the  methods  and  devices  of  the  more  capable.  As 
it  is,  the  more  talented  business  man  stays  several  laps  ahead  and 
maintains  the  disparity  between  his  income  and  the  incomes  of 
others  by  trying  out  new  and  possibly  risky  methods  when  his 
old  methods  of  organization  and  production  have  become  the 
common  property  of  all.  Thus  is  secured  progress  through  devel- 
oping more  effective  organization  of  the  factors  of  production, 
from  whose  enhanced  product  the  whole  people  stand  to  profit. 


CHAPTER  III 
INDUSTRIAL  STAGES 

The  industrial  structure  of  today  is  so  complex  that  it  is  diflBcult 
to  comprehend  it  as  a  whole  or  to  grasp  the  significance  of  its 
essential  features.  From  various  quarters  critics  are  assailing  the 
present  order  and  demanding  this  reform  or  the  abolition  of  that 
institution.  Some  of  our  zealous  reformers  would  think  it  a  small 
price  to  pay  were  destruction  of  the  present  social  organization 
involved  in  bringing  about  the  reforms  they  desire.  Others,  im- 
pressed with  its  notable  services,  proclaim  the  present  order  as 
little,  if  any  at  all,  short  of  perfection.  It  is  small  wonder  that  in 
this  din  of  verbal  conflict  the  citizen  who  conscientiously  seeks 
a  fair  appraisal  of  the  economic  system  finds  himself  somewhat 
bewildered. 

The  purpose  of  Part  I  of  this  book  is  to  enable  the  reader  to 
visualize  and  comprehend  the  most  important  features  of  the 
modern  industrial  structure  as  a  preliminary  to  the  more  intensive 
and  critical  study  which  will  put  him  in  position  to  understand  and 
appreciate  the  way  the  component  parts  of  the  organization  work 
together  to  meet  the  needs  of  society.  Only  with  such  an  under- 
standing is  one  in  position  to  pass  judgment  upon  the  present  social 
order. 

As  a  foundation  for  this  study  it  wOl  be  worth  our  while  briefly 
to  survey  other  systems  which  man  has  evolved  in  his  attempts  to 
solve  the  economic  problems  of  life.  This  will  serve  two  purposes. 
Not  only  will  it  enable  us  to  understand  the  modern  organization 
better  by  knowing  something  of  its  antecedents,  but  it  will  give  a 
background  which  will  be  helpful  in  evaluating  modern  institutions 
and  methods.  The  reader  will  be  enabled  to  grasp  the  fact  that 
material  progress  has  come  slowly  and  painfully,  that  the  degree  of 
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prosperity  to  which  we  have  already  attained  is  not  lightly  to  be 
tossed  aside  or  thoughtlessly  jeopardized.  He  will  be  likely  to 
acquire  a  healthy  skepticism  toward  those  who  would  bring  forth 
the  millennium  at  once  by  the  passing  of  laws,  yet  he  will  find 
abundant  reason  to  anticipate  future  increase  in  material  pros- 
perity even  more  rapid  than  the  past,  if  the  factors  which  make  for 
progress  are  not  stifled  by  artificial  restraints. 

The  household  systemi.  It  will  be  sufficient  for  our  purpose 
if  we  go  back  only  to  that  stage  when  the  family  or  household  was 
the  economic  unit,  ignoring  the  struggles  of  primitive  man  which 
lie  back  of  that  period.  The  family,  using  the  word  in  its  broadest 
sense  to  include  the  clan  or  the  tribe,  lived  a  life  unto  itself.  Most 
of  the  goods  consumed  by  the  family  were  made  by  the  members 
of  the  group,  for  there  was  practically  no  trade  with  outsiders. 
There  must  have  been  some  division  of  tasks  among  the  various 
individuals  as  natural  aptitudes  showed  themselves,  but  the  oppor- 
tunity to  develop  special  skill  was  very  limited,  and  each  individual 
was  called  upon  to  do  a  variety  of  tasks.  Such  a  mode  of  life 
implies  a  limited  number  of  commodities  to  meet  the  needs  of  life 
and  a  relatively  low  standard  of  living.  Few  families  or  house- 
holds could  be  so  situated  as  to  command  either  the  raw  materials 
or  the  technical  skill  necessary  for  the  fabrication  of  even  a  small 
fraction  of  the  goods  with  which  we  are  today  familiar. 

It  was  a  simple  type  of  organization  indeed,  lacking  in  many  of 
the  most  common  features  of  our  modern  life.  There  was  virtually 
no  exchange  and  hence  little  need  for  money ;  no  wages  were  paid, 
as  all  were  working  for  the  common  good  and  shared  in  the  common 
product ;  the  amount  of  capital  used  for  production  was  limited  to 
a  few  tools ;  the  transportation  involved  was  slight  and  gave  rise 
to  no  problems  such  as  vex  the  modern  world.  The  organization 
was  so  foreign  to  our  own  experience  that  we  have  to  turn  to  the 
remote  past  for  an  illustration.  The  large  estates  of  the  Romans 
might  serve  us  as  an  example,  but  a  more  interesting  example  is  at 
hand  in  the  manor,  which  was  common  in  Europe  in  the  Middle 
Ages  and  was  the  political  and  economic  unit  in  England  in  the 
eleventh  century. 
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The  manor.  The  manor  itself  consisted  of  a  village  surrounded 
by  arable  land,  pasture,  waste,  and  woodland.  Over  each  manor 
was  a  lord,  who  held  it  directly  of  the  king  or  perhaps  indirectly 
of  some  overlord  on  the  basis  of  certain  services  chiefly  of  a  military 
character.  Living  in  the  village  and  cultivating  the  land  which 
they  held  from  the  lord  were  tenants  of  various  grades  from  the 
slave  to  the  freeman. 

The  arable  land  was  divided  into  two  portions,  that  which  the 
lord  or  his  representative  held,  called  the  demesne,  and  the  holdings 
of  the  tenants.  The  holding  of  a  tenant  might  amount  to  thirty 
acres,  while  the  holdings  of  the  lord  constituted  a  third  or  a  half  of 
the  total  arable  land.  Both  the  lord's  and  the  tenants'  holdings 
consisted  of  a  number  of  acre  and  half-acre  strips  scattered  over  the 
tilled  area,  so  that  no  one  held  his  land  in  one  block.  The  arable 
land  was  usually  separated  into  three  great  open  fields,  one  of 
which  was  planted  to  wheat  or  rye,  another  planted  to  barley, 
oats,  or  beans,  and  the  third  allowed  to  lie  fallow.  The  following 
year  the  field  that  had  been  allowed  to  lie  fallow  would  be  planted 
to  wheat,  the  wheat  field  planted  to  barley,  and  the  third  field 
allowed  to  lie  fallow.  This  was  the  rather  crude  method  of  con- 
serving the  fertility  of  the  soil,  made  necessary  by  the  lack  of 
fertilizer  and  of  knowledge  of  the  proper  rotation  of  crops. 

One  class  of  tenants  was  known  as  villeins.  They  had  somewhat 
the  status  of  serfs  in  that  they  were  bound  to  the  soil  and  were 
compelled  to  cultivate  the  demesne  of  the  lord  and  to  perform  addi- 
tional services  for  him  at  other  times  of  the  year,  notably  at  the 
time  of  harvest.  But  the  villein  cannot  be  considered  a  slave,  for 
he  had  his  holding  of  thirty  acres  with  a  proportional  share  in  the 
use  of  the  waste,  pasture,  and  woodland  ;  he  could  not  be  sold  from 
his  holding,  he  enjoyed  an  independent  family  life,  and  he  had  the 
right  to  property  which  he  might  acquire  by  his  own  labor. 

The  manor  was  a  world  in  itself,  with  very  little  relation  to  the 
world  without.  While  not  a  family  in  the  blood  sense,  it  was  a  self- 
reliant  household  with  the  lord  at  the  head  surrounded  by  a  group 
of  dependents.  As  can  easily  be  imagined  the  most  important 
occupation  was  agriculture,  and  it  is  no  exaggeration  to  say  that  all 
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of  the  laborers  on  the  manor  were  agricultural  laborers,  although 
there  was  some  slight  development  of  crafts  such  as  blacksmithing 
and  milling.  All  the  food  for  the  group  was  raised  on  the  spot,  the 
clothing  was  manufactured  from  the  wool  of  sheep  grown  there, 
and  the  tools  necessary  for  the  cultivation  of  the  soil  and  for  such 
primitive  arts  as  existed  were  of  necessity  the  product  of  local 
effort.  Trade  in  the  modern  sense  scarcely  existed,  save  in  a  few 
most  necessary  articles.  Salt  was  always  required,  particularly  to 
preserve  meat  through  the  winter,  and  in  most  cases  it  had  to  be 
procured  from  without.  Tar  was  purchased  to  keep  the  murrain 
from  the  sheep.  Animals  also  could  be  traded  in  since  they  pro- 
vided their  own  means  of  transportation,  but  in  general  the  diffi- 
culties of  moving  goods  about  were  prohibitive.  Even  the  kings 
and  rich  nobles  who  were  the  holders  of  several  manors  were  com- 
pelled to  come  to  the  manors  and  consume  the  produce  on  the  spot, 
since  it  could  not  be  conveyed  to  them.  The  wage  system  was  not 
to  be  found,  nor  can  the  payments  which  the  tenants  made  to  the 
lord  be  considered  the  equivalent  of  modern  rent,  as  they  rested 
on  custom  and  not  on  any  estimate  of  the  worth  of  the  land  to  the 
tenant. 

Life  on  the  manor  may  be  made  to  seem  attractive  if  sufficiently 
idealized,  but  as  a  matter  of  fact  the  modern  worker  would  shrink 
with  horror  at  the  thought  of  being  condemned  to  such  a  life.  The 
semi-servile  worker,  who  typified  the  largest  proportion  of  the 
population,  could  not  leave  the  spot  where  he  was  born.  His  food 
was  coarse  and  monotonous,  his  clothing  the  product  of  rude  home 
industry,  and  his  shelter  squalid.  Comforts,  refinements,  and 
pleasures  simply  did  not  exist  for  him.  His  wants  were  doubtless 
few,  and  fortunately  so,  for  the  means  of  gratifying  wants  outside 
those  essential  to  life  were  entirely  lacking.  Such  contentment 
as  he  found  was  that  of  an  unthinking  animal  which  takes  what  it 
finds  and  looks  no  further. 

The  handicraft  stage.  With  the  growth  in  number  and  size 
of  the  towns  we  enter  upon  a  new  stage  of  development  which  has 
been  called  the  Handicraft  Stage.  In  the  preceding  period  towns 
of  importance  were  very  few  in  number,  but  in  the  fourteenth  and 
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fifteenth  centuries  both  on  the  Continent  and  in  England  they 
multiplied  in  number  and  in  power.  Many  of  them  were  founded 
under  the  protection  of  some  powerful  lord  or  ecclesiastical  estab- 
lishment, others  seem  to  have  grown  up  where  trade  routes  met. 
In  the  early  days  of  the  town  the  population  was  primarily  agricul- 
tural, the  citizens  cultivating  their  fields  outside  the  town  walls, 
and  throughout  medieval  times  the  towns  maintained  in  part  their 
agricultural  characteristics.  But  with  the  growth  of  the  towns  in 
population  there  came  opportunity  for  certain  men  to  develop 
special  skill  in  particular  crafts  or  trades,  and  we  find  artisans  de- 
voting the  major  part  of  their  time  to  shoemaking,  others  to  weav- 
ing, and  so  on.  The  products  might  be  sold  to  townspeople,  to 
people  from  the  countryside,  or  even  to  traders  from  other  towns. 
For  the  town  as  a  whole  the  development  of  craft  specialization 
meant  the  exchange  of  the  surplus  of  its  manufactured  goods  for 
the  surplus  produce  of  agricultural  districts  or  of  other  towns. 

Merchant  guilds.  That  both  the  merchant  and  the  artisan  occu- 
pied places  of  greater  significance  than  formerly  can  be  seen  in  the 
formation,  first  by  the  merchants  and  later  by  the  members  of  the 
different  trades,  of  associations  or  societies,  called  guilds.  How  far 
back  the  merchant  guilds  go  is  uncertain,  but  from  the  eleventh 
century  on,  as  trade  began  to  grow  in  volume  and  importance, 
there  was  a  growth  in  the  number  and  influence  of  these  associa- 
tions of  merchants.  Originally  they  were  voluntary  associations, 
entered  into  very  likely  for  the  purpose  of  mutual  protection  at  a 
time  when  law  and  order  had  not  developed  to  the  point  where  it 
was  safe  for  a  merchant  to  travel  about  the  country  alone.  Later^ 
on,  however,  we  find  them  monopolizing  the  trade  of  the  town  and, 
associating  themselves  with  municipal  authority  in  the  attempt  to 
maintain  the  monopoly  of  trade  against  outsiders.  Indeed  the 
relationship  in  many  cases  became  so  close  that  the  merchant  guild 
and  the  town  authority  coalesced. 

Craft  guilds.  Shortly  afteir  the  rise  of  the  merchant  guilds,  craft 
guilds  developed  rapidly,  and  it  was  soon  true  that  every  craft  or 
trade  requiring  any  skill  gave  rise  to  a  guild.  In  all  probability  the 
origin  of  the  craft  guild  is  to  be  found  in  a  community  of  interest  in 


INDUSTRIAL  STAGES  47 

religious  and  social  matters ;  the  members  of  a  craft  lived  in  the 
same  district  in  the  town  and  attended  the  same  church,  and  it  is 
natural  to  find  them  uniting  perhaps  to  aid  the  widow  of  a  fellow 
craftsman  or  to  celebrate  some  religious  festival.  Probably  the 
example  of  the  merchant  guilds  was  not  unimportant  in  their  forma- 
tion. Whatever  their  origin,  however,  we  soon  find  them  devoted 
primarily  to  the  regulation  of  matters  pertaining  to  tlie  craft, 
although  the  social  features  were  always  retained. 

In  theory  at  least  each  guild  regulated  its  own  affairs  in  the  public 
interest,  and  to  ensure  greater  effectiveness  in  this  a  monopoly  in 
each  craft  was  granted,  so  that  a  man  not  a  member  of  the  guild 
might  not  ply  his  trade  in  the  town.  This  requirement  was 
not  burdensome  at  first,  for  the  guilds  were  interested  in  acquiring 
greater  influence  through  a  large  membership,  but  later,  as  the 
position  of  the  guilds  became  more  firmly  established,  the  monopoly 
power  was  used  to  protect  the  members  against  the  possible  compe- 
tition of  others,  and  admittance  to  the  guild  was  made  very  difficult. 
Chief  among  its  regulations  in  the  interest  of  the  community  were 
those  intended  to  secure  honest  workmanship.  The  right  of  guild 
officials  to  inspect  the  work  and  the  workers'  premises  was  recog- 
nized, and  fines  were  levied  for  infringement  of  the  guild  regulations 
and  for  practices  intended  to  deceive  the  purchaser  as  to  the 
quality  of  the  ware.  Partially  to  secure  youths  thoroughly  trained 
in  the  mysteries  of  the  craft  and  partially  to  limit  the  number  of 
men  in  the  guild,  a  system  of  apprenticeship  was  instituted,  so  that 
a  youth  who  desired  to  become  a  master  weaver,  for  example,  was 
required  to  serve  with  a  master  for  a  period,  ordinarily  of  seven 
years.  At  the  end  of  that  time  he  might  be  admitted  to  the  guild 
and  allowed  to  set  up  his  own  establishment,  or  he  might  continue 
to  work  for  his  master  as  a  journeyman. 

The  craft  guild  presents  a  superficial  resemblance  to  the  modern 
trade  union,  but  essentially  it  was  quite  different  both  in  its  con- 
stitution and  in  its  aims.  It  is  true  that  the  aim  of  the  guild  was  in 
part  directed  toward  advancing  the  interest  of  its  members  and 
that  the  methods  pursued  closely  resemble  those  to  be  found  in 
some  of  the  most  highly  organized  trade  unions  of  today,  but  as 
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we  ha^'e  seen,  the  primary  aim  of  the  craft  guild  was  to  ensure 
honest  workmanship  and  honest  goods.  Furthermore  the  trade 
union  is  composed  of  men  working  for  an  employer  on  machines 
and  materials  furnished  by  him  and  receiving  wages,  whereas  the 
membership  of  the  guild  was  made  up  of  independent  artisans, 
working  at  their  own  pleasure  with  their  own  tools  and  materials 
and  securing  their  remuneration  by  the  sale  of  their  finished 
goods. 

Municipal  regulation  of  commerce.  In  this  period  the  town 
rather  than  the  manor  was  the  economic  unit.  On  some  parts  of 
the  Continent  the  town  tended  to  be  the  political  unit  as  well  as 
the  economic  unit,  but  in  England,  in  theory  at  least,  the  authority 
of  the  king  was  superior  to  municipal  authority.  In  practice  the 
towns  enjoyed  a  degree  of  local  autonomy  which  is  inconceivable 
to  us.  The  authority  of  the  town  and  the  sympathy  of  its  citizens 
were  all  on  the  side  of  increasing  the  wealth  and  prestige  of  the 
town.  It  was  a  patriotic  duty  to  protect  it  against  the  possible 
competition  of  the  countryside  and  of  other  towns.  Only  if  we 
remember  this  fact  can  we  understand  the  spirit  animating 
municipal  legislation  in  this  age. 

Among  the  most  important  of  such  regulations  are  those  govern- 
ing commerce.  Commerce  was  conceived  of  as  a  privilege  of  a 
citizen  of  the  town,  to  be  extended  to  others  only  grudgingly  and 
with  reservations.  Each  town  had  its  customs  barriers  which  pre- 
vailed against  other  towns  and  the  countryside.  A^oreigner  (who 
might  be  from  the  next  town)  might  sell  his  goods  at  the  market 
but  only  under  surveillance.  He  must  sell  only  to  townsmen^  or 
to  others  after  the  citizens  had  satisfied  their  requirements ;  he  _ 
must  then  have  a  citizen  of  the  town  act  as  intermediary,  lest  two 
foreigners  conspire  against  the  interests  of  the  town,  and  he  niust 
expose  all  of  his  goods  at  once  so  that  the  total  stock  might  be  _ 
known.  There  were  many  other  regulations  of  a  more  general 
nature  to  protect  the  interests  of  the  townspeople.  Selling  goods 
on  the  way  to  market  was  forbidden ;  buying  up  the  entire  supply 
of  a  good  to  sell  at  a  higher  price  and  buying  to  sell  again  with- 
out adding  anything  to  the  value  were  likewise  forbidden.     The 
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prices  at  which  certain  goods  might  be  sold,  the  manner  in  which 
debts  might  be  collected,  the  system  of  weights  and  measures, 
and  a  host  of  other  matters  directly  or  indirectly  connected  with 
the  town  trade  were  controlled  by  town  authority. 

The  beginning  of  specialization.  If  we  contrast  this  period  with 
the  one  preceding,  it  is  evident  that  there  have  been  changes  of 
considerable  moment.  In  the  first  place  there  is  the  beginning  of 
specialization  in  production,  of  the  differentiation  of  one  occu- 
pation from  another.  Individually  each  is  less  self-reliant;  he 
depends  in  part  at  least  on  the  productivity  of  others  and  secures 
some  of  the  articles  he  uses  by  making  more  of  one  article  than  he 
can  use  and  exchanging  his  surplus  for  the  goods  of  others.  This 
development  of  exchange  is  significant,  for  exchange  involves  in 
some  manner  an  evaluation  of  the  two  products,  an  agreement  as  to 
the  relative  worth  of  them,  in  other  words  value.  The  market, 
a  place  where  buyers  and  sellers  can  meet  to  determine  price  by 
exchanging  goods,  was  also  created.  And  a  still  more  fundamental 
change  can  be  seen  in  the  growing  necessity  of  money  as  a  medium 
of  exchange.  Money  had  been  used  previously  for  the  payment 
of  fines  and  for  hoarding,  but  with  regularly  established  habits  of 
exchanging  goods  it  became  increasingly  desirable.  If  one  pur- 
chases few  goods  he  can  doubtless  exchange  wheat  for  shoes  and 
cloth  after  a  fashion,  but  if  he  depends  on  exchange  to  secure  his 
whole  stock  of  goods  there  must  be  some  common  unit  in  which 
the  prices  of  all  goods  can  be  expressed. 

Growth  of  freedom.  It  should  not  be  thought  that  the  develop- 
ment of  town  life  was  without  its  influence  on  life  in  the  country. 
The  citizens  of  the  town  were  free  as  opposed  to  the  semi-servile 
status  of  the  rural  inhabitants.  Before  the  growth  of  the  towns 
there  had  been  little  chance  for  an  agricultural  laborer  to  improve 
his  condition,  for  there  was  no  place  where  conditions  were  better. 
If  he  ran  away  to  another  manor  he  would  either  be  returned  to 
his  lord  or  might  have  to  accept  even  worse  conditions  than  those 
from  which  he  had  fled.  Now  he  could  go  to  a  town,  and,  as  the 
custom  held,  if  he  remained  there  a  year  and  a  day  he  became  a 
freeman.     This  raised  the  status  of  the  agricultural  laborer,  as  it 
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made  him  more  valuable  in  the  eyes  of  his  lord.  Increasing  use  of 
money  and  familiarity  with  money  payments,  together  with  the 
demand  from  the  towns  for  the  surplus  which  the  tenants  might 
produce,  brought  about  another  change.  This  was  the  substitu- 
tion of  money  payments  for  the  personal  service  on  the  lord's 
demesne. 

There  were  other  factors  and  forces  working  in  the  direction  of 
raising  the  status  of  the  agricultural  workmen.  Into  these  we 
cannot  enter,  but  we  must  note  the  result.  In  some  Continental 
countries  serfdom  lasted  until  the  eighteenth  and  nineteenth 
centuries ;  in  England  it  had  died  out  by  the  close  of  the  sixteenth 
century.  This  is  of  significance,  not  merely  on  sentimental 
grounds,  but  because  a  free  population  is  more  energetic  and 
ambitious  than  a  servile  one.  England's  development  in  the 
seventeenth,  eighteenth,  and  nineteenth  centuries  was  in  large 
measure  predicated  on  the  superiority  of  a  free  population. 

Judgment  of  the  town  economy.  It  is  safe  to  say  that  the 
period  of  town  economy  marks  an  advance  over  the  previous  stage. 
Certainly  in  the  realm  of  material  things  there  had  been  progress. 
The  specialization  of  workers  and  the  growth  of  trade  brought 
many  articles  of  commerce  within  the  reach  of  the  country  popu- 
lation which  they  had  not  known  before.  The  influence  of  the 
towns  in  raising  the  status  of  the  agricultural  laborer  was  decidedly 
progressive.  The  towns  themselves  offered  means  of  amusement 
and  enjoyment  which  had  been  lacking  entirely  or  open  to  rela- 
tively few.  On  the  important  religious  festivals  the  gilds  united 
in  giving  "misterie  "  plays,  so  called  from  the  name  "misterie"  or 
craft  (from  the  French  metier),  to  the  delight  of  themselves  and 
their  audiences.  The  market  was  a  source  of  profit  not  only  in 
providing  a  place  for  the  exchange  of  goods,  but  in  bringing  people 
together,  and  some  of  the  towns  had  periodical  fairs,  which 
attracted  merchants  and  consumers  from  a  wide  area.  There 
was  therefore  manifest  an  increased  productive  capacity  and  the 
possibility  of  satisfying  a  wider  range  of  wants,  and,  not  least  of  all, 
a  wider  mental  horizon. 

It  would  be  a  mistake,  however,  to  think  of  this  epoch  as  the 
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golden  age,  as  some  are  wont  to  do.  A  medieval  town  was  at  all 
times  picturesque,  but  probably  at  no  time  an  attractive  place  of 
residence.  The  streets  were  excessively  narrow,  unpaved  in  many 
cases,  and  served  not  only  as  thoroughfares  but  as  the  dumping 
ground  for  refuse  of  all  sorts.  The  houses  were  damp,  cold, 
badly  lighted  and  ventilated,  and  in  many  cases  indescribably 
filthy.  Plagues  were  a  natural  and  inevitable  concomitant  of  the 
unsanitary  arrangements.  Perhaps  the  independent  craftsman 
got  more  pleasure  from  his  work  than  the  factory  hand  of  today, 
but  even  that  can  be  questioned.  Certainly  we  know  nothing 
which  would  invite  us  to  try  to  return  to  the  handicraft  system. 

The  domestic  system.  As  time  went  on  there  was  a  develop- 
ment along  two  lines.  In  the  first  place  a  greater  degree  of  special- 
ization by  the  individual  in  his  particular  trade  manifested  itself, 
and  secondly  some  of  the  crafts  were  divided  into  distinct  trades. 
This  can  be  seen  in  weaving,  where  fulling  and  dyeing  became 
separated  from  weaving.  These  changes  were  doubtless  imper- 
ceptible at  the  time,  but  by  the  sixteenth  and  seventeenth  centuries 
we  see  industry  organized  on  a  new  basis. 

Relatively  little  change  is  noticeable  in  the  technique  or  methods 
of  manufacturing.  In  weaving  the  workers  still  work  in  their 
homes  at  their  hand  looms  with  relatively  few  assistants.  We 
see  however  that  the  craft  gilds  have  lost  some  of  their  power  over 
the  trade  and  that  weaving  and  other  crafts  have  found  roots  in 
the  countryside.  But  the  chief  change  has  come  in  the  control 
and  direction  of  industry.  The  worker  is  no  longer  an  independent 
craftsman  working  directly  for  the  consumer  but  executes  orders 
given  him  by  a  merchant,  who  supplies  the  materials  on  which  he 
works  and  in  some  cases  the  looms  as  well.  The  craftsman  has 
become  a  wage  earner. 

The  explanation  of  this  change  is  somewhat  obscure  in  its  details, 
but  the  general  outline  is  clear.  In  the  handicraft  stage  the  artisan 
worked  for  a  market  which  was  at  hand.  The  consumer  himself 
gave  him  the  order  for  the  cloth  or  the  boots.  In  the  course  of 
time  the  market  for  his  wares  expanded  with  the  decreased  isola- 
tion of  the  towns  and  with  the  increased  importance  of  English 
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foreign  trade.  Instead  of  production  for  a  known  and  familiar 
market,  production  for  an  unknown  and  distant  market  was  being 
substituted  to  an  increasing  degree.  The  craftsman  was  a  maker 
of  goods,  not  a  merchant.  He  had  neither  the  knowledge  nor  the 
ability  to  handle  the  marketing  of  his  wares  in  distant  parts,  and 
there  was  therefore  a  definite  call  for  the  services  of  a  middleman. 
The  merchants  stepped  in  and  shouldered  the  risks  of  marketing. 

Foreign  trade  was  expanding,  large  profits  were  being  made  by 
the  merchants,  but  the  opportunities  for  investing  these  savings 
were  rather  limited  —  confined  in  the  main  to  lines  with  which 
the  merchants  were  personally  allied.  It  is  but  a  natural  step  from 
buying  the  products  of  a  manufacturer  to  giving  him  orders, 
supplying  the  material,  and  even  furnishing  the  instruments  of 
production.  Further  profits  could  be  made  by  stimulating  pro- 
duction, and  savings  were  available  for  this  purpose.  Some  even 
went  so  far  as  to  collect  workers  in  separate  buildings,  thus 
anticipating  the  factory  system,  but  in  general  there  was  only  the 
modification  of  the  handicraft  system  which  has  been  described. 

By  the  early  part  of  the  eighteenth  century  this  system  was 
common  in  all  lines  of  industry,  although  the  independent  small 
master  survived  in  some  lines,  notably  in  certain  of  the  woollen 
districts,  and  it  lasted  until  it  was  supplanted  by  the  factory  sys- 
tem in  the  early  part  of  the  nineteenth  century.  Examples  of  it 
survived  in  the  United  States  down  to  recent  times,  particularly  in 
some  phases  of  the  garment  industry.  Vests  and  pants  were  given 
out,  chiefly  to  newly  arrived  immigrants,  to  be  stitched  or  button- 
holed in  the  home  at  very  low  rates  of  pay.  The  exploitation  of 
the  immigrant  in  this  way  became  at  one  time  notorious.  On  the 
Continent  in  some  of  the  specialized  branches  of  the  textile  indus- 
try, such  as  lace  making,  it  still  persists. 

This  period  is  of  peculiar  significance,  not  only  because  of  the 
breakdown  of  the  customary  methods  of  production,  but  because 
it  is  the  beginning  of  capitalistic  production  in  a  new  sense.  We 
have  already  defined  what  is  meant  by  capitalistic  production, 
and  of  course  production  in  the  handicraft  period  was  capitalistic. 
The  difference  here  lies  chiefly  in  the  divorce  of  the  capitalist  and 
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the  worker.  The  master  craftsman  worked  with  his  apprentices 
and  journeymen.  The  merchant-manufacturer,  as  we  may  call 
the  member  of  this  new  class,  did  none  of  the  manufacturing 
himself,  but  he  owned  the  materials  and  the  finished  goods  and 
assumed  all  the  risks  in  connection  with  production.  It  is  the 
beginning  of  the  separation  of  the  worker  from  ownership  in  the 
tools  of  his  craft,  a  step  which  is  definitely  taken  in  the  factory 
period,  and  one  which  is  responsible  for  some  of  the  bitterness  of 
modern  labor  problems. 

The  factory  system.  The  factory  system^whiclLis.  character- 
istic of  present-day  industry,  came  to  the  fore  in  the  last  part  of 
the  eighteenth  and  the  first  part  of  the  nineteenth  centuries, 
though  isolated  examples  of  factories  are  known  much  earlier. 
Its  advent  is  closely  connected  with  that  movement  or  develop- 
ment to  which  the  name  of  "  Industrial  Revolution  "  has  been 
attached.  We  shall  study  the  Industrial  Revolution  in  the  follow- 
ing chapter  and  naturally  shall  have  to  consider  the  causes  of  the 
growth  of  the  factory  system  and  its  chief  characteristics.  For  the 
sake  of  completeness  however  we  may  here  briefly  contrast  it  with 
the  domestic  system  and  point  out  its  main  features. 

In  the  first_plac^  J:h£re  is  the  development  of  machinery.  It 
must  not  be  supposed  that  in  the  period  of  the  domestic  system 
there  were  no  machines ;  the  spinning  wheel,  which  is  as  truly  a 
machine  as  the  most  complicated  modern  automatic  spinning 
machine,  was  known  and  used  at  a  very  early  period  in  history. 
But  now  the  simple  machines  worked  by  hand,  which  were  all  that 
existed  in  the  previous  stage,  are  replaced  by  complicated  power- 
driven  machinery.  In  the  second  place  the  machines,  instead  of 
being  in  part  at  least  the  property  of  the  workers,  belong  to  the 
factory.  Thirdly  in  place  of  working  in  the  home  the  workers  are 
gathered  together  in  a  factory  building.  This  implies  a  regularity 
of  hours  of  work  and  a  discipline  during  work  which  did  not  exist 
previously.  And  in  the  fourth  place  the  factory  system  brings. 
with  it  a  still  greater  separation  of  tasks  into  minute  operations, 
many  of  which  can  be  performed  by  machinery. 

The  factory  system  has  given  rise  to  many  of  the  problems  of 
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modern  economic  life.  The  wage  system,  which  is  an  inevitable 
part  of  it,  the  divorce  of  the  worker  from  the  direction  of  his  work, 
the  decline  in  value  of  the  technical  skill  of  the  worker  as  the 
consequence  of  the  increased  use  of  machinery  —  all  of  these  and 
other  features  have  created  problems  for  which  no  satisfactory 
solution  has  yet  been  found.  Yet  as  we  look  over  the  period  cov- 
ered by  our  survey,  more  than  a  thousand  years,  we  cannot  escape 
the  conclusion  that  progress  has  been  steady,  that  man  has  im- 
proved his  lot.  Increased  production  both  in  quantity  andTn" 
variety  has  given  him  a  greater  range  of  satisfactions ;  steady 
progress  from  a  semi-servile  status  to  that  of  a  free  citizen  has 
been  accompanied  by  an  enlargement  of  the  scope  of  his  activities 
and  a  widening  of  his  range  of  interests.  Too  narrow  a  view  of 
the  strife  and  struggle  of  conflicting  forces  of  the  day  may  con- 
vince one  that  the  world  is  on  the  downward  path.  A  broader 
view  gives  greater  hope  for  the  future,  for  man  seems  to  have  that 
within  him  which  keeps  him  continually  striving  for  better  things, 
material,  intellectual,  and  spiritual. 


CHAPTER   IV  ) 

THE  INDUSTRIAL  REVOLUTION 

It  will  be  remembered  from  the  previous  discussion  that  the 
domestic  system  of  manufacture  was  current  in  England  during 
the  first  part  of  the  eighteenth  century,  a  system  which  involved 
scattered  workers,  using  their  own  or  hired  machines  in  the 
cottages  in  which  they  lived  and  working  on  materials  supplied  by 
a  capitalistic  manufacturer. 

In  the  course  of  the  eighteenth  century  there  were  changes  in  the 
technique  of  production  of  so  profound  a  nature  as  to  revolutionize 
industry.  The  period  in  which  these  changes  came  is  called  the 
Industrial  Revolution.  The  term  "  revolution  "  is  used,  not  to 
indicate  a  sudden  change,  but  to  denote  the  ctaracfer~ontlie 
change,  for  the  transition,  which  started  around  the  year  1770,  had 
not  completely  altered  the  character  of  industry  until  about  1840 
or  even  later.  The  Industrial  Revolution  involved  the  displace- 
ment of  the  domestic  system  of  manufacture  by  the  factory  system, 
a  great  extension  of  division  of  labor,  the  invention  and  perfection 
of  machinery  in  all  lines  of  manufacturing,  mining,  and  transporta- 
tion, and  consequently  an  enormous  increase  in  the  output  of 
industry.  It  further  involved  social  changes  of  great  conse- 
quence, the  congregation  of  workers  in  large  factory  towns,  the 
beginnings  of  organized  labor,  the  rise  of  a  new  class  of  capitalists, 
and  in  England  a  new  political  alignment.  In  almost  every 
phase  of  social,  political,  and  economic  life  conditions  were 
altered,  new  relationships  brought  into  being.  Most  of  the 
problems  of  economic  and  social  life  of  today  find  their  origin  in 
this  period,  and  the  student  who  would  understand  modern 
problems  and  try  to  evaluate  modern  institutions  and  relation- 
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ships  must  begin  his  study  by  a  survey  of  conditions  in  England 
in  the  eighteenth  century. 

Why  the  Industrial  Revolution  began  in  England.  Let  us  see 
first  of  all  why  the  Industrial  Revolution  came  in  England  and 
not  in  some  other  country,  why  conditions  in  England  made  her 
particularly  ripe  for  a  change.  Injthe  first  place,  contrasting  Eng- 
land with  the  countries  of  the  Continent,  there  was  personal 
freedom.  Serfdom  had  disappeared  in  England  by  the  end  of  the 
sixteenth  century,  while  it  persisted  on  the  Continent  through  the 
eighteenth  century.  In  the  rural  parts  of  the  Continental  coun- 
tries it  would  have  been  difficult  if  not  impossible  to  secure~the 
necessary  labor  force  for  w  ork  in  the  factories,  and  the  use  of  water 
power  made  location  in  the  country  necessary  at  times.  The  guild 
system  still  had  control  of  industry  in  parts  of  the  Continent,  and 
the  guilds  bitterly  resented  any  innovations  which  might  threaten 
their  supremacy,  whereas  in  England  their  monopoly  of  the  trades 
had  pretty  well  broken  down  by  the  seventeenth  century.  This 
made  it  possible  for  the  business  man  to  embark  on  enterprises  as 
he  saw  fit,  without  being  controlled  and  disciplined  by  members 
of  his  own  craft.  The  relative  freedom  of  the  English  producer 
from  government  regulation  and  restriction,  as  compared  with 
the  Continental  producer,  favored  experimentation  with  new 
modes  and  methods  of  production. 

The  spirit  of  freedom  was  also  manifest  in  the  abolition  of 
customs  barriers  between  towns  and  in  the  political  and  religious 
security  of  the  individual.  England  had  made  not  a  little  progress 
industrially  by  serving  as  a  haven  of  refuge  for  skilled  workers 
suffering  from  religious  persecution  on  the  Continent.  Finally 
her  position  of  geographical  isolation  rendered  her  free  from  fear 
of  foreign  aggression  and  contributed  toward  making  her  a  favor- 
able field  for  industrial  changes. 

There  were  still  other  factors  of  equal  importance.  England 
had  a  large  accumulation  of  capital,  secured  in  the  main  from  her 
foreign  trade,  which  could  be  invested  in  manufacturing.  Factory 
production  with  the  use  of  expensive  machinery  is  necessarily 
roundabout   or    capitalistic   production.     The    foreign    markets 
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which  the  British  merchants  were  serving  were  large  and  expand- 
ingy  this  meant  that  if  more  goods  could  be  produced  they  could 
be  sold.  There  were  men  trained  in  trade  on  a  large  scale,  and 
production  on  a  larger  scale  than  formerly  would  not  offer  the 
difficulties  that  it  might  elsewhere.  Finajlyjth£re_.were  vast  de- 
posits of  iiQB.  and  coal  located  conveniently  to  each  other.  Prob- 
ably the  absence  of  any  one  of  these  factors  would  have  retarded 
the  development  which  took  place,  but  coal  and  iron  were  without 
question  essential,  for  they  were  fundamental  to  the  application 
of  power  machinery  to  mining,  transportation,  and  manu- 
facturing. 

Coal  and  iron.  During  the  early  part  of  the  eighteenth  century 
the  iron  mining  industry  of  England  was  in  a  period  of  depression, 
largely  because  of  the  difficulty  of  securing  charcoal  for  smelting 
the  ore.  In  all  England  there  were  in  1737  but  fifty-nine  furnaces, 
which  produced  17,350  tons  of  pig  iron.  In  the  same  year  about 
20,000  tons  were  imported,  chiefly  from  Sweden.  A  cheaper  and 
more  efficient  fuel  had  to  be  discovered  before  any  great  expan- 
sion in  the  production  of  iron  could  be  expected.  Coal  had  been 
known  for  some  time  and  was  used  to  a  slight  extent  for  domestic 
purposes,  but  it  had  been  unsuccessful  as  industrial  fuel.  The 
urgency  of  the  demand  for  fuel  led  however  to  further  experi- 
ments, and,  with  the  development  of  a  method  of  coking  the 
coal  and  the  invention_of  the  blast  furnace,  coal  assumed  an  im- 
portance in  industrial  life  which  it  has  maintained  to  the  present 
time. 

The  practical  solution  of  the  fuel  question  led  to  another  prob- 
lem, how  to  get  the  coal  out  of  the  mines.  So  long  as  little  coal  was 
mined,  shafts  near  the  surface  could  be  used,  but  the  sinking  of 
^eep  shafts  was  impracticable  because  of  the  flooding  with  water. 
This  difficulty  was  partially  solved  by  the  invention  of  the  steam 
engine  early  in  the  eighteenth  century  and  the  improved  steam 
engine  of  Watt  later  on,  which  made  it  possible  to  pump  out  the 
water  as  well  as  to  haul  up  the  coal  by  power.  The  development 
of  coal  and  iron  production  in  England  is  shown  in  the  following 
table. 
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Tons  of  Coal  and  Iron  Produced  in  England  ^ 
Coal  Iron 


Year 

Product 

Year 

Product 

1700 

2,148,000 

1750 

4,773,828 

1740 

17,350 

1770 

6,205,828 

1788 

68,300 

1790 

7,618,728 

1795 

10,080,300 

1796 

125,079 

1854 

64,700,000 

1854 

3,100,000 

The  figures  for  coal  and  iron  are  not  given  for  the  same  years, 
but  there  is  a  fair  basis  of  comparison.  In  the  last  half  of  the 
eighteenth  century  the  production  of  iron  increased  seven-fold, 
that  of  coal  more  than  doubled.  In  the  first  half  of  the  nineteenth 
century  iron  production  increased  twenty-four-fold,  that  of  coal 
somewhat  over  six-fold.  These  figures  are  interesting  not  only  in 
showing  the  absolute  increases  in  both  iron  and  coal,  but  also  in 
pointing  out  the  increased  efficiency  in  the  use  of  coal.  When  we 
realize  that  coal  was  being  used  for  power  to  an  ever  increasing 
degree,  a  twenty-four-fold  increase  in  iron  production  coupled  with 
a  six-fold  increase  in  coal  production  points  clearly  to  improved 
processes. 

The  textiles.  England's  greatness  in  foreign  trade  and  her 
domestic  prosperity  in  the  sixteenth  and  seventeenth  centuries 
have  been  ascribed  by  many  contemporary  writers  to  her  woollen 
manufactures,  and  it  was  a  cardinal  feature  of  her  commercial 
policy  to  protect  her  domestic  wool  supply,  her  manufactures  of 
wool,  and  her  foreign  markets.  A  part  of  the  woollen  manu- 
facture was  domestic  in  origin,  but  it  had  been  greatly  stimulated 
by  the  influx  of  refugees  from  the  Continent.  The  immigration  of 
Flemish  weavers  who  settled  in  and  around  Norwich  in  the 
sixteenth  century  had  been  encouraged  and  had  helped  develop 
that  region  into  a  prominent  manufacturing  centre. 

The  cotton  trade  in  the  first  half  of  the  eighteenth  century  was 
insignificant  and  was  confined  to  Lancashire,  later  to  become  the 
seat  of  an  enormous  and  profitable  cotton  industry.     Most  of  the 

*  Knowles,  L.  C.  A.,  Industrial  and  Commercial  Revolutions  in  Great  Britain  during 
the  Nineteenth  Century,  pp.  70-71. 
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raw  cotton  came  either  from  the  Mediterranean  and  Oriental 
countries  or  from  the  West  Indies,  but  the  amount  imported  was 
small.  Yet  the  first  important  inventions  in  textile  manufacturing 
were  applied  to  cotton  first  and  then  slowly  to  wool.  The  reasons 
for  this  are  not  difficult  to  understand.  The  cotton  industry  was 
new,  and  there  was  maladjustment  between  spinning  and  weaving. 
For  the  former  the  supply  of  laborers  was  insufficient,  particularly 
with  the  growing  demand  for  domestic  cottons  consequent  on  the 
limitations  placed  on  the  import  of  India  cotton  goods.  There  was 
a  famine  in  cotton  yarns  ;  the  weavers  could  easily  use  more  yarn 
than  could  be  turned  out  by  the  primitive  spinning  methods.  .  The_ 
development  of  cotton  planting  in  the  United  States  and  the 
assurance  which  the  invention  in  1793  of  the  cotton  gin  gave  of  a 
continuous  supply  of  raw  material  stimulated  investment  in  cotton 
manufacturing.  Furthermore  the  fact  that  it  was  a  new  industry 
gave  the  producers  more  freedom,  for  they  did  not  have  to  face 
the  hostility  which  would  unquestionably  have  arisen  in  the  case 
of  the  older  and  better  established  industry.  It,.was  probably 
easier  to  apply  the  new  inventions  and  methods  in  the  woollen 
industry  after  they  had  proved  successful  in  the  cotton  industry. 
Spinning.  Spinning  presented  the  greatest  immediate  problem. 
The  old-fashioned  spinning  wheel  which  drew  and  twisted  the 
fibres  into  a  thread  could  make  only  one  thread  at  a  time,  and  it  is 
said  that  six  spinners  were  required  to  supply  yarn  for  one  weaver. 
It  is  therefore  natural  to  find  the  first  inventions  in  current  use  in 
this  branch  of  the  industry.  In  1767  Hargreaves  invented  a 
hand  machine,  the  spinning  jenny,  so  named  in  honor  of  his  wife, 
which  enabled  a  spinner  to  make  eleven  threads  at  once  instead  of 
one  and  which  was  soon  improved  so  as  to  be  able  to  spin  one 
hundred  threads  at  once.  This  was  followed  the  next  year  by 
Arkwright's  water  frame,  a  power  machine  as  the  name  suggests, 
which  spun  a  stout  cotton  thread  that  could  be  used  for  the  warp 
(the  thread  which  is  placed  lengthwise  in  the  loom  and  which  is 
crossed  by  the  woof)  in  place  of  the  linen  thread  previously  used. 
And  in  1775  Crompton  perfected  his  mule,  a  hand  machine,  though 
soon  adapted  to  power,  which  was  a  combination  of  the  principles 
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of  the  jenny  and  the  water  frame.  This  could  spin  thread  fine 
enough  for  mushns. 

Weaving.  The  increase  in  the  output  of  yarn  made  possible  by 
the  improved  spinning  machinery  and  the  increase  in  the  supply 
of  raw  cotton  reversed  the  situation  which  had  existed  earlier. 
Instead  of  a  famine  in  yarns  there  was  a  surplus  great  enough  to 
admit  of  a  considerable  volume  of  exports  —  a  thing  considered 
highly  undesirable  as  it  tended  to  stimulate  foreign  weaving.  At- 
tempts were  made  to  attract  weavers  from  the  woollen  trade,  but 
attention  was  also  focused  on  improving  the  weaving  machinery. 
Weaving  offers  technical  difficulties.  As  has  been  explained,  the 
woof  is  passed  through  the  warp,  and  to  do  this  the  warp  must  be 
capable  of  adjustment  so  that  the  woof  passes  over  one  thread  and 
under  the  next ;  the  succeeding  thread  of  the  woof  will  reverse 
the  process,  thus  binding  the  whole  together.  In  1733  Kay  had 
invented  his  flying  shuttle,  which  simplified  the  task  of  passing  the 
woof  through  the  warp  and  enabled  a  man  to  do  his  work  in  half 
the  time  and  one  man  instead  of  two  to  weave  the  widest  cloth. 
It  met  however  with  opposition  and  w  as  not  introduced  until  the 
latter  part  of  the  eighteenth  century.  Cartwright  had  invented  a 
power  loom  in  1784,  but  it  was  imperfect,  and  it  was  not  until  the 
first  part  of  the  nineteenth  century  that  a  really  successful  power 
loom  was  devised. 

The  use  of  power  and  the  growth  of  factories.  Factories  with 
power  machinery  were  not  an  immediate  result  of  these  inventions. 
The  first  of  the  new  devices  were  hand  machines  and  were  used  in 
cottages,  as  had  been  the  case  with  the  earlier  hand  machines.  It 
is  stated  that  spinning  continued  to  be  carried  on  in  the  homes 
on  the  jennies  twenty  to  thirty  years  after  they  were  invented. 
But  as  the  spinning  machinery  was  improved  and  became  heavier, 
power  was  substituted ;  first  of  all  horses  were  used,  then  water 
power,  and  then  steam. 

The  use  of  power  almost  inevitably  meant  the  factory  system, 
with  machinery,  power,  and  materials  supplied  by  the  owner,  and 
the  laborers  under  a  common  discipline.  In  the  first  place  the 
machinery  was  becoming  too  expensive  for  the  workers  to  pur- 
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chase ;  it  had  to  be  suppHed  by  one  with  large  capital  resources. 
Again  to  use  power  economically  it  had  to  be  applied  to  all  ma- 
chines at  the  same  time,  and  this  involved  restraint  on  individual 
freedom,  the  fixing  of  common  hours  and  conditions  of  work. 

The  factory  system  spread  very  slowly  however.  The  new 
machines  did  not  always  work  well,  and  when  w^ter  was  the  source 
of  power  it  offered  serious  drawbacks.  There  might  be  an  insuffi- 
cient supply,  an  oversupply,  or  no  supply  at  all.  It  is  said  that 
by  1790  there  were  only  150  water  frames  in  use,  so  great  was  the 
disinclination  to  start  factories. 

The  improvements  in  the  steam  engine  effected  by  Watt  in  1776 
and  1782  offered  an  improved  source  of  power,  and  steam  gradually 
supplanted  water.  But  the  steam  engine  was  by  no  means  the 
steam  engine  of  today ;  it  was  imperfectly  built,  broke  down  fre- 
quently, and  was  not  especially  economical  in  the  use  of  fuel. 
In  1800  there  were  steam  engines  in  only  fifty-three  manufacturing 
centres,  and  as  late  as  1835  there  were  1,297  water  wheels  to  1,953 
steam  engines. 

It  has  been  stated  that  woollen  manufacturing  did  not  apply 
the  new  machinery  until  after  it  had  been  used  in  cotton  manu- 
facturing. Several  reasons  for  this  have  already  been  suggested, 
but  there  were  other  reasons  as  well.  \Yool  ofi'ered  greater  tech- 
nical difficulties  than  cotton,  in  that  its  fibre  is  more  difficult  to 
handle.  Woollen  fibres  are  softer,  less  uniform,  and  less  tractable 
than  cotton  fibres.  There  are  great  differences  in  wools,  and 
every  fibre  has  individual  peculiarities  to  a  greater  extent  than  is 
true  of  cotton. 

There  was  also  not  the  scarcity  of  hands  which  was  manifest 
in  the  cotton  trade.  Throughout  the  centuries  in  the  growth  of 
this  trade  a  fairly  accurate  adjustment  had  been  made  between  the 
raw  material  and  the  workers  necessary  to  make  it  up.  The 
increase  in  the  supply  of  raw  material  due  to  the  imports  of  Austra- 
lian wool  did  not  come  until  after  1830.  Nevertheless  the  use  of 
improved  machinery  and  the  development  of  the  factory  system 
were  inevitable.  The  jenny  for  spinning  woollen  yarn  came  into 
use  about  1785,  and  power  spinning  in  factories  in  worsteds  had 
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started  by  the  late  years  of  the  eighteenth  century,  although  it  did 
not  develop  in  wool  spinning  until  early  in  the  nineteenth  century. 

In  speaking  of  the  development  of  the  factory  system  in  the 
woollen  and  worsted  industry  one  writer  says  :"  .  .  .  the  adoption 
of  factory  organization  and  the  introduction  of  machinery  came 
very  slowly.  There  were  scarcel}^  twenty  factories  in  Yorkshire 
in  1800;  the  power-loom  was  not  introduced  into  Bradford  till 
1826,  when  it  was  the  cause  of  fierce  strife  and  riots;  combing 
was  done  by  hand  until  well  into  the  forties,  and  many  technical 
difficulties  rendered  it  undesirable  to  use  the  power-loom  in  the 
woollen  industry  until  about  1850.  Writers  in  the  middle  of  the 
last  century  speak  of  the  wide-spread  existence  of  the  cottage  sys- 
tem, and  the  memories  of  people  still  alive  reach  back  to  the  days 
when  the  hand-loom  was  to  be  found  in  almost  every  cottage. 
Thus  we  come  to  the  conclusion  that  the  Industrial  Revolution 
had  little  more  than  its  beginnings  in  the  eighteenth  century.  The 
great  change  came  first  in  the  cotton  industry,  then  in  the  manu- 
facture of  worsteds,  and  lastly  in  the  making  of  woollen  cloths.  In 
the  Yorkshire  branches  of  the  textile  industry,  the  revolution  did 
not  actually  take  place  until  the  nineteenth  century ;  the  face  of 
Yorkshire  had  been  little  altered  by  1800,  and  a  half  a  century  had 
still  to  elapse  before  it  could  be  claimed  that  the  factory  and 
power-driven  machinery  had  displaced  the  old  hand  methods."  ^ 

It  must  not  therefore  be  thought  that  the  growth  of  factories 
meant  the  entire  elimination  of  the  home  spinner  or  weaver ;  they 
persisted  well  into  the  nineteenth  century.  As  late  as  1833  a 
parliamentary  committee  estimated  that  there  were  200,000  hand- 
loom  weavers  of  cotton  in  the  United  Kingdom.  In  the  beginning 
the  factories  would  seem  to  have  supplied  the  increase  in  the 
demand,  leaving  most  of  the  weavers  unmolested.  Even- 
tually of  course  the  superior  economies  of  factory  production 
made  it  impossible  for  a  hand  weaver  to  get  a  living,  but  there 
were  many  side  lines  in  which  hand  weaving  persisted  to  the 
second  half  of  the  nineteenth  century.  The  stocking  industry  for 
example  had  not  been  transformed  into  a  factory  industry,  and  in 

*  Heaton,  Yorkshire  Woollen  and  Worsted  Industries,  p.  283. 
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the  forties  it  was  doubted  if  it  ever  would  be,  so  great  was  the 
difficulty  of  applying  power  machinery  to  the  making  of  stockings, 
and  so  firmly  attached  to  their  present  mode  of  living  and  so 
opposed  to  going  into  factories  were  the  workers. 

Reluctance  to  establish  factories.  The  slowness  in  the  estab- 
lishment of  factories  may  seem  strange  to  those  of  the  present. 
The  economies  of  the  factory  system  of  production  seem  so  obvious 
that  it  is  difficult  to  appreciate  the  real  opposition  which  existed 
a  century  ago.  Let  us  remember  in  the  first  place  that  we  are 
accustomed  to  change,  that  we  welcome  changes  which  have  an 
even  chance  of  proving  profitable.  The  worker  of  the  eighteenth 
century  had  no  such  viewpoint.  The  customary  method  of  doing 
a  thing  was  the  right  method,  and  violent  changes  were  to  be 
avoided.  Furthermore  the  worker  was  fairly  well  satisfied  with  the 
situation  as  it  existed.  He  might  have  a  small  plot  of  ground  with 
his  cottage  and  do  a  little  farming  on  the  side ;  he  possibly  had 
the  right  to  pasture  his  cow  in  the  common  pasture.  His  wife 
and  children  worked  with  him  and  were  self-supporting,  and  the 
family  wage  was  fairly  large  and  stable.  He  was  his  own  master, 
could  work  when  and  how  he  chose,  and  found  the  discipline  of  a 
factory  very  distasteful.  It  is  small  wonder  then  that  the  factory 
was  looked  upon  with  disfavor  as  a  disrupting  force  and  that  riots 
to  destroy  the  factory  machinery  broke  out  in  several  places. 

The  opposition  to  factories  appeared  however  not  only  on  the 
part  of  the  workers.  The  employers  were  none  too  eager  to  try 
them  out.  The  "  putter-out  "  of  goods  was  really  in  a  strategic 
position.  He  incurred  no  loss  if  he  stopped  giving  out  orders.  His 
capital  outlay  was  small  compared  to  that  necessary  in  a  factory, 
unless  he  owned  the  machines.  In  that  case  he  secured  a  rental 
from  the  worker  and  could  at  times  use  his  position  as  a  giver  of 
orders  to  force  the  worker  to  pay  a  high  rental.  He  was  only 
gradually  forced  to  turn  to  the  factory  system,  either  by  a  shortage 
of  labor  in  certain  lines  or  because  of  dishonesty  in  the  use  of  the 
material  which  he  supplied  or  difficulty  in  securing  the  goods  when 
he  wanted  them.  In  some  cases  strikes  on  the  part  of  the  domestic 
workers  caused  him  to  establish  a  factory.     But  when  the  process 
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was  once  under  way  the  success  of  the  great  leaders  forced  others, 
employers  and  employees,  into  the  system. 

The  development  of  the  factory  system,  granted  the  inventions 
and  improvements  necessary  to  make  it  possible,  was  not  due  to 
the  enthusiasm  of  the  age;  it  was  rather  the  result  of  economic 
factors  which  were  well-nigh  irresistible  in  their  force.  And  of 
these  the  chief  factors  can  safely  be  said  to  be  the  increasing 
foreign  demand  for  goods  and  the  necessity  of  supplying  these  mar- 
kets in  order  to  provide  means  for  continuing  the  continental  wars. 

Developments  in  other  lines.  We  have  thus  far  treated  the 
Industrial  Revolution  as  if  it  were  confined  to  the  textile  industries. 
True  the  development  of  the  textile  industries  and  particularly  of 
the  cotton  industry  offers  an  impressive  example,  but  many  other 
industries  as  well  were  affected  by  the  Industrial  Revolution. 
Indeed  the  development  of  the  textile  industries  depended  in  a 
very  vital  way  on  the  developments  in  other  industries.  Through- 
out the  whole  period  there  was  constant  action  and  reaction. 
Advances  in  one  line  caused  advances  in  another  line ;  these 
advances  made  possible  still  further  progress  in  the  first. 

The  early  hand  machines,  the  looms  and  the  spinning  wheels, 
were  made  of  wood,  and  the  first  of  the  new  spinning  machines 
were  also  made  of  wood.  The  disadvantages  of  wood  are  in  the 
first  place  the  size  which  is  necessary  to  secure  strength,  the  im- 
possibility of  permanent  precision  in  moving  parts,  and  the  diffi- 
culty of  securing  the  requisite  strength  whatever  the  size.  The 
latter  difficulty  was  especially  prominent  when  water  and  later 
steam  power  began  to  be  used.  Wooden  machines  could  not 
stand  the  strain,  and  therefore  first  the  movable  parts  and  later  all 
the  parts  of  the  machines  were  made  of  iron. 

But  the  fabrication  of  iron  machines,  either  for  the  textile  indus- 
try or  in  the  form  of  steam  engines,  was  a  new  industry.  There 
were  few  trained  workers,  the  tools  for  making  machinery  were 
inadequate,  and  it  is  not  surprising  that  parts  made  by  hand  did 
not  fit  when  put  together  or  that  continual  breakdowns  were  the 
rule.  It  is  said  that  when  a  new  machine  was  sent  to  a  factory  the 
foreman  of  the  shop  which  built  it  might  have  to  spend  a  month 
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fitting  the  parts  together,  easing  up  here  and  fiUng  off  there, 
until  all  the  parts  of  the  machine  were  adjusted  to  each  other. 

It  was  essential  that  machine  tools  should  be  made  before  any- 
great  development  in  the  building  of  machines  could  be  anticipated, 
for  without  machine  tools  precision  in  cutting  and  boring,  making 
parts  which  are  interchangeable,  is  impossible.  The  development 
along  this  line  did  not  come  until  the  first  part  of  the  nineteenth  pfi 
century.  In  part  the  demand  for  engines  and  machinery  stimu-  'Y^y^ 
lated  this  development,  in  part  was  stimulated  by  it.  — - —  y^ 

Transportation.  The  growth  of  the  engineering  industry  and 
the  increase  in  the  output  of  goods  of  all  sorts  put  a  strain  on  the 
transportation  system  in  two  ways.  There  was  in  the  first  place 
the  question  of  transporting  the  finished  goods  and  the  raw  ma- 
terials, and  in  the  second  place  the  hauling  of  coal  from  the  mines 
and  to  the  centres  of  manufacture. 

The  roads  of  England  in  the  early  eighteenth  century  were 
in  very  bad  condition,  and  the  naturally  slow  method  of  trans- 
port by  wagon  was  rendered  still  slower.  There  were,  it  is  true, 
waterways  on  which  goods  could  be  shipped,  but  they  were  not 
sufficiently  developed  nor  well  enough  linked  up  with  each  other 
to  suffice  for  the  growing  needs  of  commerce  and  industry. 

The  first  step  in  the  development  of  transportation  w^as  improve- 
ment of  the  roads.  In  the  eighteenth  century  turnpike  trusts 
were  created  which  gave  to  private  persons  the  right  to  charge 
tolls  for  the  privilege  of  passing  over  the  particular  stretch  of 
road.  They  had  the  corresponding  duty  of  building  the  road  and 
keeping  it  in  repair.  The  roads  which  formed  the  main  highways 
were  kept  in  fair  shape,  though  naturally  there  was  a  great  deal  of 
difference  between  roads,  and  in  winter  most  roads  fell  into  a 
shocking  state  of  disrepair.  At  the  opening  of  the  nineteenth 
century  road-making  received  a  great  impetus  from  the  improve- 
ments of  IVIacadam,  who  showed  how  a  durable  road  surface  could 
be  made,  and  from  Telford,  who  was  skilled  in  road  engineering. 
In  addition  the  turnpike  trusts  tended  to  form  amalgamations  and 
to  reorganize  so  as  to  operate  more  efficiently.  During  the  first 
part  of  the  nineteenth  century  there  was  steady  progress  in  road- 
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making  and  repair  until  the  advent  of  the  railway  plunged  many 
of  these  trusts  into  bankruptcy. 

Roads  can  satisfactorily  serve  as  a  means  of  transportation  for 
manufactured  goods  which  have  a  fairly  high  value,  but  they  are 
j)rohibitively  expensive  for  bulky  raw  materials.  At  this  time 
there  was  a  growing  demand  for  coal  for  industrial  and  household 
use,  the  potteries  required  clay,  the  factories  in  Lancashire  needed 
a  cheap  method  of  transporting  raw  cotton.  This  need  wa&.met 
by  the  building  of  a  network  of  canals,  which,  together  with  the_ 
rivers,  joined  the  coal-producing  areas,  the  industrial  areas,  and 
the  sea.  The  first  canal  was  built  in  1761  by  the  Duke  of  Bridge- 
water  to  connect  his  coal  fields  with  Manchester  and  was  soon 
followed  by  another  canal  connecting  ^lanchester  and  Liverpool. 
Then  came  a  rapid  succession  of  canals,  built  by  private  persons 
who  collected  tolls  from  the  users.  By  1830  there  had  been  built 
1,927  miles  of  canals  and  1,312  miles  of  improved  riverways,  and 
there  were  also  812  miles  of  open  rivers  in  England  and  Wales.  ^ 
barge  of  twenty  tons  could  navigate  from  one  end  of  England  to 
j^ther.  The  result  was  a  cheaper  and  more  rapid  method  of 
transportation.  Without  the  canals  the  development  of  industry 
would  probably  have  been  considerably  delayed. 

The  railway  period,  which  really  opened  in  1826,  had  been  pre- 
ceded  by  experimentation  in  rail ^agon'carriers  using  either 
gravity  or  horse  power.  The  rails  were  constructed  of  wood  until 
1767,  when  iron  rails  began  to  be  substituted  and  proved  to  be 
much  superior.  There  had  also  been  experimentation  with  station- 
ary engines  to  haul  cars.  These  early  railways  were  built  to  carry 
coal  from  the  coal  mines  to  the  canals  or  in  some  cases  to  towns. 
The  Stockton  k  Darlington  Railway  was  chartered  in  1821  and 
was  the  first  railway  to  use  steam  locomotives  and  to  carry  passen- 
gers, but  the  Liverpool  &  Manchester  Railway,  which  was  char- 
tered in  1826,  inaugurated  the  steam  railway  period.  J[n_1820 
Stephenson's  "  Rocket,"  though  not  the  first  locomotive,  was  the 
first  to  demonstrate  clearly  the  practicability  of  the  locomotive. 

The  development  of  the  railway  transportation  system  in  Great 
Britain  is  a  subject  into  which  we  cannot  enter,  although  it  forms 
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a  very  interesting  and  important  chapter  in  railway  history.  It 
is  worth  noting  however  that  the  railway  was  introduced  and 
extended  in  England  under  great  difficulties  and  in  the  face  of 
much  opposition.  Some  of  the  current  objections  to  the  steam 
railways  are  given  in  the  following  paragraph,  and,  although  these 
arguments  seem  fanciful,  it  should  be  realized  that  they  had  great 
weight  at  the  time  and  served  to  increase  the  difficulties  which  the 
promoters  of  railways  had  in  securing  charters  from  Parliament 

"  *  The  country  gentleman  was  told  that  the  smoke  would  kill  ~ 
the  birds  as  they  passed  over  the  locomotive.  The  public  was 
informed  that  the  weight  of  the  engine  would  prevent  its  moving ; 
and  the  manufacturer  was  told  that  the  sparks  from  its  chimney 
would  burn  his  goods.  The  passenger  was  frightened  by  the 
assertion  that  life  and  limb  would  be  endangered.  Elderly  gentle- 
men were  tortured  with  the  notion  that  they  would  be  run  over. 
Ladies  were  alarmed  at  the  thought  that  their  horses  would  take 
fright.  Foxes  and  pheasants  were  to  cease  in  the  neighborhood  of 
a  railway.  The  race  of  horses  was  to  be  extinguished.  Farmers 
were  possessed  with  the  idea  that  oats  and  hay  would  be  no  market- 
able produce ;  cattle  would  start  and  throw  their  riders ;  cows, 
even,  it  was  said,  would  cease  to  yield  their  milk  in  the  neighbor- 
hood of  one  of  these  infernal  machines. 

"  *  Vegetation,  it  was  prophesied,  would  cease  wherever  the 
locomotive  passed.  The  value  of  land  would  be  lowered  by  it ; 
the  market  gardener  would  be  ruined  by  it.  The  canal  could 
carry  goods  cheaper.  Steam  would  vanish  before  storm  and  frost ; 
property  would  be  deteriorated  near  a  station.  It  was  called  the 
greatest  draught  upon  human  credulity  ever  heard  of.  It  was 
erroneous,  impracticable,  and  unjust.  It  was  a  great  and  scandal- 
ous attack  on  private  property,  upon  public  grounds  —  one  class, 
was  informed  that  the  locomotive  would  travel  so  fast  that  life 
and  limb  would  be  endangered,  another  was  told  that  it  would  be 
too  heavy  to  travel  at  all.'  "  ^ 

The  development  of  the  railway  transportation  system  not  only 
made  possible  progress  in  other  lines  by  providing  a  means  for 

»  Knowles.  Industrial  and  Commercial  Revolutions,  p.  256.     Quoted. 
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shipping  raw  materials  and  finished  goods  cheaply  and  expedi- 
tiously, but  it  also  stimulated  the  development  of  the  coal  and 
metallurgical  industries,  adding  as  it  did  to  the  demand  for  both 
coal  and  iron. 

Summary  of  the  effects  of  the  Industrial  Revolution.  The 
Industrial  Revolution  gave  rise  to  new  industries  and  brought 
previously  undeveloped  industries  into  prominence.  The  cotton 
industry,  mining,  the  iron-working  trades,  and  transportation 
are  examples  of  this.  It  caused  the  break-up  of  the  domestic 
system  of  manufacture  and  its  replacement  by  the  factory  system 
with  power-driven  machinery.  New  districts  in  England  became 
important  industrial  centres.  There  was  a  tendency  for  example 
for  industry  to  concentrate  in  the  north  of  England  where  the 
iron  and  coal  fields  were  located.  Towns  of  a  somewhat  different 
type,  with  large  industrial  populations,  sprang  up,  and  from  this 
crowding  together  of  workers  in  the  factories  and  in  the  homes 
developed  a  spirit  of  class  consciousness  greater  and  more  power- 
ful than  ever  before.  The  laborer  was  further  removed  from  his 
employer  than  formerly ;  this  too  tended  to  weaken  old  ties  and 
added  to  the  growing  class  consciousness.  The  substitution  of 
machines  deprived  the  laborers  of  a  part  of  their  competitive 
strength,  for  it  made  trade  skill  and  knowledge  of  less  value. 

Along  other  lines  great  changes  were  taking  place.  A  new  group 
of  capitalist  manufacturers  was  being  formed,  whose  interests 
lay  in  an  extension  of  manufacturing  and  freedom  of  trade.  They 
wanted  as  little  regulation  as  possible  and  cheap  food  for  their 
manufacturing  population.  Economic  interest  and  the  philosophy 
of  the  age  worked  in  the  same  direction  —  toward  the  abolition 
or  lack  of  enforcement  of  laws  which  might  hinder  the  progress  of 
manufacturing.  A  striking  example  of  the  victory  of  this  new 
class  over  the  old  vested  interests  is  seen  in  the  abolition  of  the 
tariffs  on  the  importation  of  grain  in  the  first  half  of  the  nineteenth 
century. 

England's  productive  powers  increased  by  leaps  and  bounds. 
In  almost  every  line  increased  production  can  be  noted,  and  in 
some  instances  the  increase  was  truly  phenomenal.     A  table  show- 
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ing  the  growth  in  the  output  of  coal  and  iron  has  already  been 
given.  In  1801  the  export  of  pig  and  bar  iron  amounted  to 
4,584  tons;  by  1850  it  had  grown  to  611,407  tons.  In  1780  the 
official  value  of  cotton  goods  exported  was  given  as  £355,060 ;  by 
1800  it  had  increased  to  nearly  £6,000,000,  and  by  1850  to  over 
£110,000,000.  In  consequence  of  a  duty  imposed  on  printed 
cottons  we  know  the  quantity  printed  until  the  duty  was  repealed 
in  1831. 

Zgap  Number  of  yards  printed  ' 
um  20,600,000 

1800  32,870,000 

1814  124,600,000 

1830  347,450,000 

Foreign  commerce,  both  exports  and  imports,  showed  an  almost 
steady  increase.  In  fact  by  the  middle  of  the  nineteenth  century 
England  was  in  a  position  of  unchallenged  supremacy  in  production 
and  foreign  trade. 

Paralleling  this  growth  in  productive  power  and  in  some  respects 
a  necessary  condition  of  it,  we  find  a  growth  in  consuming  power 
and  a  widening  of  the  market.  England's  manufactures  were 
sent  to  all  corners  of  the  globe  and  among  her  best  customers  was 
the  United  States.  The  United  States  was  increasing  in  popula- 
tion and  in  wealth ;  there  were  more  people  to  buy  goods  and 
they  were  better  able  to  pay  for  them.  The  development  in 
transportation  tended  to  bring  this  and  other  markets  nearer  to  the 
producers,  as  the  cost  of  shipping  goods  to  and  from  the  ports 
decreased  and  as  ocean-going  steamers  began  to  supply  more 
regular  and  cheaper  service  than  the  sailing  vessels. 

Producers  who  had  in  the  past  been  supplying  a  fairly  steady 
market  were  dazzled  at  the  prospect  before  them  and  there  w^as  a 
race  between  producers  to  see  which  could  turn  out  the  largest 
volume  of  goods  and  reach  the  market  first.  They  were  impelled 
to  this  course  by  the  knowledge,  which  they  soon  acquired,  that 
they  could  reduce  the  unit  cost  of  the  good  which  they  were  making 
by  increasing  the  quantity  produced. 

•  Porter,  G.  R.,  Pruurcsi  of  the  Sation,  cd.  by  F.  W.  Hirst,  1921,  p.  3U5. 
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We  should  not  neglect  to  note  that  changes  in  the  methods  of 
marketing  and  of  financing  manufactured  goods  were  also  conse- 
quences of  the  Industrial  Revolution.  Old  methods  which  had 
developed  to  handle  a  relatively  small  and  stable  quantity  were 
found  to  be  inadequate,  in  the  face  of  continual  increases  in  the 
output  of  the  factories,  and  gave  way  to  new  methods  designed  to 
meet  the  new  situation.  A  discussion  of  this  phase  of  the  Indus- 
trial Revolution  must  however  be  postponed  until  later  chapters. 

Effect  of  the  Industrial  Revolution  on  the  laborers.  W^  should 
however  err  were  we  to  leave  the  impression  that  the  period 
covered  by  the  Industrial  Revolution  was  one  of  universal  pros- 
perity and  contentment.  Such  was  far  from  being  the  case,  and 
in  many  respects  the  period  forms  one  of  the  least  attractive  in- 
economic  history. 

The  hand  workers  were  in  a  fairly  comfortable  and  contented 
condition  in  the  first  half  of  the  eighteenth  century,  but  by  its  close 
conditions  had  begun  to  change  for  the  worse.  The  growth  of 
factory  towns  made  it  impossible  for  the  worker  to  have  his  plot 
of  ground  and  do  a  bit  of  farming  on  the  side ;  in  fact  the  workers 
were  so  crowded  together  that  the  living  conditions  were  miserable. 
Houses  were  located  in  the  midst  of  filth  and  disease,  with  practi- 
cally no  attention  to  sanitation  and  with  little  attention  to  the 
water  supply.  Thejaictories  were  damp,  hot,  ill-lighted  and  ill-- 
ventilated,  and  adequate  guards  for  the  machinery  were  practically 
unheard  of.  The  competition  for  employment  enabled  the  em- 
ployers to  exact  twelve,  fourteen,  or  fifteen  hours  of  work  a  day. 
Women  and  children  were  exploited  mercilessly;  it  was  not  un- 
known for  children  of  seven  to  be  forced  to  work  at  a  machine  for 
twelve  hours  a  day,  and  women  were  compelled  to  work  as  long 
hours  as  men  at  tasks  far  beyond  their  strength. 

Perhaps  a  lowering  in  the  standard  of  living  of  the  workers 
was  inevitable ;  a  period  of  transition  is  always  difiicult,  for  there 
is  both  ignorance  of  the  real  conditions  and  a  helplessness  in 
face  of  the  new  situation.  We  can  consider  the  situation  which 
developed  as  a  temporary  incident  of  a  great  economic  change, 
requiring  time  for  old  customs,  traditions,  and  ideals  to  adjust 
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themselves  to  new  conditions.  The  prevaiHng  philosophy  taught 
that  unrestricted  competition  was  desirable  in  the  public  and 
private  interest  and  doubtless  made  the  readjustment  less  rapid 
than  would  otherwise  have  been  the  case.  It  is  well  recognized 
today  that  public  policy  demands  that  the  state,  for  its  own  safety 
and  health,  preserve  the  health  and  vitality  of  the  children,  but  it 
only  gradually  dawned  on  the  people  of  that  generation  that  regu- 
lation of  the  hours  and  conditions  of  labor  of  women  and  children 
was  necessary. 

It  should  also  be  noted  that  the  children  of  the  hand  workers 
had  led  no  life  of  ease  before  the  factory  was  open  to  them.  As 
soon  as  they  were  able  to  walk  they  were  set  to  work  by  their 
parents  and  were  expected  to  earn  their  living.  There  was  little 
opportunity  for  pleasure  and  none  for  education  in  a  formal  sense. 
There  was  almost  as  much  reason  to  protect  the  children  from  the 
tyranny  of  tKeif  parents  as  from  the  exactions  and  ill  treatment  of 
f act  dry  forenieiii  Any  factory  inspector  or  employment  manager 
"aTthe  present  time  knows  how  ready  many  parents  are  to  lie  about 
the  ages  of  the  children,  how  ready  they  are  to  sacrifice  health  and 
education  for  the  addition  which  the  children  can  make  to  the 
family  income. 

The  limitation  of  the  number  of  hours  which  children  could  work 
and  the  })r()hihition  of  factory  work  before  a  certain  age  were 
forced  as  soon  as  the  public  was  fully  informed  of  the  conditions, 
and  this  created  a  child  unemployment  problem,  the  solution  to 
which  was  found  in  state  education.  In  the  long  run  therefore 
the  factory  system  worked  for  the  benefit  of  children,  but  not 
before  it  had  taken  its  toll  in  death  and  disablement. 

For  the  men  too  the  factory  system  probably  meant  an  advance, 
once  the  period  of  transition  was  over.  The  factory  became  a 
better  place  in  which  to  work  than  the  cottage  had  been.  Factory 
inspection  insured  cleanliness,  air,  and  light.  The  work  was  mo- 
notonous, it  is  true,  but  scarcely  more  so  than  working  at  a  hand 
loom,  and  with  a  shortening  of  the  hours  of  labor  the  discipline 
of  the  factory  though  always  distasteful  became  less  burdensome. 
Work  was  likely  to  be  more  regular  than  in  the  domestic  system. 
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for  the  factory  owner  dared  not  run  the  risk  of  dispersing  his 
labor  force  during  a  dull  period,  and  because  of  his  heavy  capital 
investment  he  could  not  afford  to  allow  machinery  to  lie  idle  if  it 
were  possible  by  any  means  to  keep  operating.  As  time  went  on 
workers  found  it  easier  to  combine  into  effective  unions  and  force 
improvement  of  wages  and  working  conditions.  This  meant  the 
beginning  of  labor  troubles,  but  few  would  deny  that  the  improve- 
ment in  the  life  conditions  of  the  mass  of  workers  has  been  worth 
while. 

The  Industrial  Revolution  has  meant  not  only  an  increase  in  the 
standard  of  living  of  the  workers  but,  notably  in  England,  has 
permitted  an  enormous  increase  in  population.  Formerly  England 
was  of  necessity  largely  self-sufficient,  but  the  development  of  her 
manufacturing  industries  in  conjunction  with  the  opening  up  of 
virgin  soil  in  the  New  World  made  possible  the  exchange  of  manu- 
factured goods  for  food  supplies  and  raw  materials  and  thus 
enabled  the  population  to  expand  far  beyond  the  limits  which 
would  be  set  by  the  natural  productive  powers  of  the  soil.  The 
population  of  England  and  Wales,  which  amounted  to  about 
eight  and  one-half  millions  in  1801,  had  doubled  by  the  middle  of 
the  century  and  had  increased  to  almost  thirty-eight  millions  by 
1921. 

For  society  as  a  whole  the  conditions  of  life  have  been  improved. 
The  struggle  for  the  bare  necessities  is  not  so  bitter,  and  the 
range  of  comforts  and  luxuries  attainable  by  the  masses  of  the 
people  is  enormously  wider.  Less  engrossed  in  the  business  of 
making  a  living  than  were  our  medieval  predecessors,  we  are  more 
free  for  living. 

The  Industrial  Revolution  in  America.  It  is  questionable 
whether  it  is  proper  to  speak  of  an  Industrial  Revolution  in  Amer- 
ica. Certainly  the  improvements  in  manufacturing  which  were 
altering  the  industrial  and  social  life  of  England  in  such  a  radical 
fashion  had  no  immediate  counterpart  in  America.  The  reasons 
for  this  are  easy  to  understand.  In  the  first  place  manufacturing 
save  in  the  home  and  for  home  use  was  hardly  established  in  the 
colonial  period.    The  people  could  more  easily  secure  their  manu- 
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factured  goods  by  devoting  their  time  to  developing  their  natural 
resources  and  exchanging  the  products  of  the  field  and  forest  for 
the  goods  they  required.  In  the  second  place,  the  colonial  policy 
of  England  did  not  contemplate  the  development  of  manufacturing. 
It  was  in  fact  definitely  and  consistently  suppressed.  The  colonies 
were  conceived  to  be  a  source  of  demand  for  English  manufac- 
tures, and  not  a  rival  to  them.  England  also  tried  to  maintain  a 
monopoly  of  her  improved  machinery  by  stringent  prohibitions 
on  exportation.  Hence  at  the  beginning  of  our  national  history 
we  find  a  very  great  dependence  on  foreign  importation. 

The  first  great  stimulus  to  the  development  of  manufacturing 
came  when  the  flood  of  foreign  goods  was  shut  off  by  the  Em- 
bargo of  1807  and  later  by  the  interruption  to  trade  caused  by  the 
War  of  1812.  A  cotton  spinning  mill  had  been  established  in 
Pawtucket  as  early  as  1789  by  Slater,  who  had  been  an  apprentice 
under  a  partner  of  Arkwright  and  built  his  machines  from  memory. 
But  by  1805  only  three  more  had  been  started.  After  the  embargo 
other  spinning  mills  were  founded,  and  in  1814  Lowell  founded  at 
Waltham,  IMassachusetts,  the  first  factory  using  power  looms. 
Following  the  war  there  was  a  period  in  which  the  newly  estab- 
lished industries  were  favored  by  relatively  high  customs  duties, 
and  the  manufacture  of  cotton,  woollen,  and  iron  products  grew  in 
importance. 

The  United  States  did  notJiQwavex  offer  a  favorable  field  for  the 
rapid  spread  of  the  factory  system.  The  richness  of  her  natural 
resources  w^as  suchthat  it  was  unprofitable  to  spend  more  than 
aTsmall  portion  of  the  available  capital  and  labor  in  develop- 
ing manufactures.  A  practical  illustration  of  this  is  seen  in 
the  difficulty  of  securing  labor  for  factory  work.  In  England 
it  soon  came  to  be  a  choice  fietween  working  in  a  factory  or  having 
no  work  at  all ;  but  in  the  United  States  up  to  fairly  recent  years 
there  was  always  the  opportunity  to  secure  land  in  the  West 
at  a  nominal  jcost.  As  a  factory  laborer  a  man  could  expect 
little  more  than  a  modest  living;  as  an  independent  farmer  he 
might  count  on  a  fair  living  and  could  reasonably  hope  for  financial 
independence  for  himself  or  his  children.     Similarly  the  develop- 
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ment  of  the  mineral  resources  and  of  transportation  diverted  capital 
and  labor  from  manufacturing. 

In  New  England  and  other  regions  not  endowed  by  nature  with 
especial  richness,  manufacturing  increased  in  importance  with  the 
growth  of  population  and  of  capital.  Yet  if  we  look  for  the  period 
in  which  manufacturing  ranks  with  agriculture  in  importance  we 
shall  find  it  in  the  second  half  of  the  nineteenth  century  and  not 
in  the  first  half.  We  see  the  results  of  the  Industrial  Revolution 
in  America,  and  America  has  utilized  and  improved  the  inventions 
of  the  period,  but  the  growth  of  manufacturing  here  has  been  a 
gradual  process,  unaccompanied  by  the  industrial  upheaval  mani- 
fested in  England. 


CHAPTER  V 

DIVISION  OF  LABOR  AND  THE  CONTROL  OF 
PRODUCTION 

Cooperation.  The  key  to  an  understanding  of  the  mod_gro; 
industrial  system  is  to  be  found  in  the  idea  of  cooperation.  By  this 
is  meant  that  the  divers  elements  in  society  are  consciously  or 
unconsciously  working  together  toward  a  common  end. 

There  are  historical  examples  of  communities  working  together 
and  consciously  regulating  their  various  relationships  to  each  other. 
Such  societies  as  the  Oneida  Community,  the  Amana  Society, 
Brook  Farm,  and  others  w^ere  organized  for  this  purpose.  Very 
definite  problems  have  to  be  settled  by  the  group  as  a  whole  or  by 
representatives,  as  for  example  what  shall  be  produced,  how  much 
gf  it  shall  be  produced,  who  shall  work  at  the  different  tasks, 
whether  one  shall  be  a  farmer  or  a  blacksmith,  and  how  the  individ- 
ujJ_jp£ffibers^of  the  group  shall  share  in  the  benefits  of  the  efforts 
_Xil_all.  The  dsfi'^inn.'^  finally  reached  must  be  accepted  by  all 
members  of  the  community,  to  which  end  enforcement  by  authority 
i_s  usually  essential. 

Such  examples  of  small  isolated  socialistic  communities  are 
however  of  only  incidental  interest  to  our  present  inquiry.  Our 
task  is  to  obtain  a  bird's-eye  view  of  the  present-day  economic 
organization  in  order  that  we  may  see  in  what  sense  it  is  a  co- 
operative system  and  may  discover  the  motive  forces  which  impel 
the  various  members  of  society  thus  to  work  together  and  the 
regulating  forces  which  direct  their  efforts. 

First  of  all  we  must  acquire  a  clear  notion  of  the  meaning  of 
cooperation  and  its  several  forms.  Probably  the  earliest  and 
certainly  the  simplest  type  of  cooperation  is  found  where  men  get 
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together  to  perform  a  task  which  is  too  great  for  the  strength  of  a 
single  man.  In  former  years  the  farmers  of  New  England  worked 
together  at  a~Barn-raising  or  in  lifting  a  millstone  into  place. 
There  are  and  always  will  be  in  everyday  life  countless  examples^of 
this  form  of  cooperation,  which  we  majr  call  simple  cooperatioji,  and 
which  is  distinguished  by  the  fact  that  the  several  cooperating 
workers  are  all  performing  the  same  kind  of  work. 

Cooperation  becomes  of  vastly  greater  importance  when  it  passes 
beyond  this  simple  stage  and  leads  to  specialization,  in  which  each_ 
worker  confines  himself  to  one  kind  of  work,  made  possible  for  him 
because  other  kinds  of  work  are  cared  for  by  other  workers.  Such 
cooperation  is  called  division  of  labor.  It  is  of  varying  complexity 
according  to  the  degree  of  specialization.  The  first  steps  ocj: 
whenjndustry  is  separated  into  distinct  trades.  One  man  devotes 
his  entire  time  to  making  shoes,  another  to  raising  wheat,  another 
to  making  cloth,  and  so  on  through  the  various  trades  with  which 
we  are  familiar.  But  the  mere  separation  of  trades,  in  which  each 
worker  performs  all  the  several  operations  of  his  own  trade,  taking 
the  raw  materials  and  finally  turning  out  the  finished  product,  has 
only  begun  to  explore  the  possibilities  of  division  of  labor.  Every 
trade  is  itself  a  complex  of  many  distinct  operations,  and  division 
of  labor  has  not  reached  its  final  goal  until  each  of  these  operations 
is  made  a  separate  task  and  assigned  to  a  special  group  of  workers. 
Although  it  did  not  originate  there,  the  more  complex  division  of 
labor  is  seen  to  best  advantage  in  the  modern  factory,  where  it  has 
been  developed  to  its  highest  point.  Here  we  see  the  extent  t© 
which  it  has  been  found  possible  to  split  a  trade  up  into  distinct__ 
minor  operations,  each  performed  by  a  different  group  of  workers. 
Iii^the  making  of  a  pair  of  shoes  the  soles  are  cut  by  one  man,  the 
various  parts  of  the  uppers  by  others,  one  part  is  stitched  by  still 
another,  and  so  on.  Complex  division  of  labor  may  be  carried  on 
without  power  machinery,  but  its  possibilities  are  usually  greatly 
enhanced  by  the  employment  of  machinery  for  many  of  the 
operations.  In  the  making  of  the  Goodyear  welt  shoes  it  is  said_ 
that  there  are  one  hundred  and  eighty-five  distinct  operations,  of 
which  one  hundred  and  fifty-seven  are  performed  by  machines. 
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Economic  effects  of  division  of  labor.  Simple  cooperatioD 
is  in  fact  j£  simple  that  it  will  require  no  further  discussion.  Our 
attention  for  the  remaiHHer  of  this  chapter  will  be  devoted  primarily 
to  division  of  labor  as  the  really  fundamental  form  of  cooperation. 

The  one  predominant  fact  about  division  of  labor  is_that„it 
increases  man's  efficiencxin  production.  In  the  first  place  division 
of  labor,  by  permitting  each  worker  to  specialize  upon  one  trade  or 
even  upon  a  single  operation  in  a  trade,  permits  him  to  acquire  a 
degree  of  skill  and  dexterity  which  would  otherwise  be  out  of  the 
question.  Constaiit  repetition  gives  a  manual  dexterity  which  soon 
becomes  automatic  andalmost  unconscious.  Just  so  far  as  it  i§ 
necess^yT:o^EhinFoutjthenext  move  is  speed  hampered.  Contrast 
the  swiftness  and  deftness  of  the  seamstress,  whose  needle  moves  in 
and  out  with  automatic  precision,  with  the  clumsy  efforts  of  the 
amateur.  Contrast  the  man  who  is  at  the  same  time  a  farmer,  a 
carpenter,  and  a  blacksmith,  with  the  specialists  in  these  trades. 
The  carpenter  instinctively  reaches  for  the  proper  tool ;  the  farmer 
has  to  make  a  decision,  and  when  he  has  determined  to  use  a  saw, 
let  us  say,  his  hand  lacks  the  cunning  which  constant  use  has  given 
to  that  of  the  carpenter.  The  farmer  who  builds  a  shed  or  a  barn 
or  paints  his  house  in  his  spare  hours,  requires  much  more  time  than 
the  professional  carpenter  or  painter.  The  simplification  of  the 
individual  operations  in  a  factory  makes  it  possible  for  the  operator 
to  acquire  a  degree  of  skill  and  dexterity  in  his  given  operation 
which  often  appears  little  short  of  miraculous. 

Division  of  labor  also  makes  possible  the  saving  of  time  which 
by  the  unspecialized  worker  is  wasted  in  putting  away  the  tools 
required  for  one  job  and  getting  the  tools  for  another.  A  certa;in 
amount  of  time  is  used  in  really  getting  started,  in  deciding  where 
and  how  to  begin  on  the  new  job.  Even  a  skilled  house  painter 
spends  some  time  in  getting  up  momentum,  but  once  the  pace  is  set 
he  can  keep  it  up  pretty  steadily  through  the  working  day.  When 
the  day  is  divided  among  several  different  tasks  much  time  can  be 
wasted  in  the  motions  of  work  without  accomplishing  a  great  deal. 
This  is  one  of  the  handicaps  against  which  farm  labor  struggles, 
because  of  the  limited  opportunity  for  division  of  labor  on  the  farm. 
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When  division  of  labor  does  not  prevail,  there  is  also  the  social 
waste  which  comes  of  leaving  tools  idle  during  a  good  part  of  the 
day.  If  analyzed  it  can  be  seen  that  this  is  also  a  waste  of  time  for 
the  group  as  a  whole.  Assume  that  we  have  five  individuals  and 
five  possible  trades.  If  each  individual  follows  all  five  trades 
twenty-five  sets  of  tools  are  necessary;  if  there  is  specialization, 
only  five  sets  will  be  required,  and  they  can  certainly  be  made  in  a 
fraction  of  the  time  required  to  make  the  twenty-five,  thus  releasing 
labor  for  other  employment. 

Division  of  labor  not  only  econom^ixes  the  use  of  tools. aruL 
machines,  but  it  leads  to  the  invention  and  utilization  of  compli- 
cated labor-saving  machinery  which  would  otherwise  not  be  pQar__ 
sible  or  economical.  As  the  processes  of  any  trade  are  subdivided 
each  operation  becomes  more  and  more  simple,  and  sooner  or  later 
it  becomes  possible  to  turn  over  the  simpler  ones  to  machines ; 
thus  setting  free  labor  for  other  tasks  and  increasing  the  product  of 
industry.  The  reduction  in  the  physical  labor  of  tending  machines 
has  made  it  possible  to  use  women  for  a  variety  of  tasks  which  men 
alone  used  to  perform,  and  the  decreased  difficulty  of  the  task  itself 
has  considerably  shortened  the  time  spent  in  acquiring  the  neces- 
sary skill  to  perform  it.  Contrast  the  apprenticeship  of  seven 
years  with  the  few  days  or  weeks  which  seem  to  suflfice  now  to 
learn  how  to  operate  a  machine. 

Finally  with  division  of  labor  it  becomes  possible  for  a  man  to  find 
the  work  for  which  he  is  best  fitted  and  in  which  he  can  show  the 
greatest  dexterity  and  speed.  The  ability  to  locate  the  source  of 
trouble  in  a  balky  automobile  engine  seems  to  be  somewhat  in- 
stinctive, in  some  measure  to  be  born  in  a  man  and  not  to  be  ac- 
quired. It  by  no  means  follows  that  in  our  society  this  adaptation 
will  always  take  place,  and  in  many  cases  it  is  quite  apparent  that 
it  does  not  take  place.  There  is  a  tendency  to  follow  customary 
lines  of  work.  The  son  of  a  banker  may  follow  banking  as  the  line 
of  least  resistance,  even  though  his  natural  bent  may  be  in  the 
direction  of  medicine.  There  is  many  an  automobile  mechanic 
who  would  be  a  more  useful  member  of  society  as  a  farm  hand, 
and  doubtless  many  a  farmer  who  is  wasting  his  talents  on  the 
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farm.  But  there  is  at  least  the  possibility  of  this  adaptation  to- 
day, whereas  formerly,  as  on  the  manor,  nearly  every  man  had  to  be 
a  farm  laborer  whether  he  would  or  not.  As  a  special  application  of 
this  principle,  we  have  the  inestimable  advantage  of  giving  full 
-4ime  employment  to  capable  business  leaders,  whose  important 
place  in  our  economic  organization  we  have  already  noted.  If  one 
will  think  of  some  of  the  great  industrial  leaders  —  Carnegie, 
Harriman,  and  Hugo  Stinnes,  to  mention  only  three  names  —  and 
try  to  imagine  them  in  the  manorial  period  in  any  rank  of  life  he 
chooses,  he  can  better  appreciate  the  extent  of  the  opportunity 
which  the  present  organization  of  society  gives  to  native  talent  and 
the  degree  to  which  society  profits  from  the  exercise  of  such  talent. 
All  of  these  results  of  division  of  labor  promote  production,  by 
economizing  labor,  increasing  its  efficiency,  and  making  more 
effective  use  of  capital.  With  a  given  amount  of  human  labor  there 
emerges  a  richer  flow  of  commodities  and  services  for  the  satis- 
faction of  human  wants.  Or  we  can  look  at  it  from  another  stand- 
point and  say  that  division  of  labor  makes  it  possible  to  turn  out  the 
same  quantity  of  goods  with  less  expenditure  of  effort,  thus  leaving 
more  leisure  for  the  enjoyment  of  the  products  of  industry.  It 
should  be  noted  however  that  not  everything  that  can  be  said  of 
division  of  labor  is  in  its  favor.  It  is  objected  for  example  that 
modern  specialized  labor  is  monotonous  and  deadening  in  its  effects 
on  the  workers,  that  modern  machine  tending  issojargely  auto- 
matic that  skill  is  at  a  discount  and  labor  is  kept  at  a  dead  level, 
that  the  highly  specialized  ial)()rer  is  unfitted  for  work  in  another 
trade.  There  is  doubtless  some  measure  of  truth  in  these  charges, 
but  they  may  easily  be  exaggerated.  Labor  in  the  medieval  manor 
was  hardly  free  from  monotony,  and  the  shorter  working  hours  of 
modern  industry  probably  turn  the  scale  in  favor  of  the  present  day 
as  regards  the  deadening  effect  of  labor.  For  machine  labor  it  can 
be  said  that,  automatic  though  it  be,  the  demand  for  skilled  labor 
is  still  active  and  that  labor  could  scarcely  be  more  nearly  on  a  dead 
level  than  it  was  on  the  manor.  The  charge  that  specialized  train- 
ing today  makes  change  of  occupation  difficult  is  the  reverse  of  the 
truth.     An  operative  in  a  watch  factory  could  fit  into  a  bicycle 
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factory  more  easily  than  a  house  painter  could  become  a  black- 
smith. On  the  whole  such  drawbacks  as  are  inherent  in  the 
division  of  labor  are  certainly  not  sufficient  to  prevent  its  net  effect 
being  overwhelmingly  on  the  credit  side  of  the  account. 

Division  of  labor  and  the  extent  of  the  market.  Whether  the 
farmer  builds  his  own  barn  in  addition  to  farming  or  hires  a  car- 
penter to  do  it  for  him  depends  in  part  on  conditions  over  which  he, 
as  an  individual,  has  little  or  no  control.  Assuming  that  his  true 
bent  is  farming,  "he  will  prefer  to  hire  the  carpenter,  but  if  he  cannot 
sell  the  wheat  that  he  does  not  need  for  his  own  family,  he  will 
have  to  build  his  barn.  If  the  carpenter  cannot  sell  his  services  he 
is  forced  to  raise  his  own  wheat,  even  though  he  be  an  indiffer- 
ent farmer.  The  possibility  of  exchanging  the  surplus  which^ne 
individual  produces  is  a  necessary  preliminary  to  division  of  _labor, 
and  as  exchange  becomes  easier  there  is  a  tendency  to  subdivide 
the  tasks  and  to  proceed  from  simple  to  complex  division  of^abor. 
On  the  manor  clivTsioh  of  labor  was  of  the  most  rudimentary  sort, 
because  there  was  no  market  in  which  surplus  products  could  be 
sold.  When  the  towns  began  to  develop  and  to  provide  a  market 
we  find  the  beginning  of  specialization  on  the  part  of  the  town 
craftsmen  and  the  country  laborers  and  the  exchange  of  the  surplus 
of  each.  When  the  market  consists  only  of  the  town  and  the 
countryside,  the  village  cobbler  has  little  use  for  assistance  and  can 
himself  fabricate  the  whole  shoe.  If  he  does  require  one  or  two 
helpers  there  will  be  little  division  of  labor  among  them.  Each 
will  be  able  and  will  be  required  to  make  a  whole  shoe,  although  it 
may  develop  that  one  w^ill  be  particularly  skilful  in  a  special  part 
of  the  w^ork  and  devote  a  large  part  of  his  time  to  that  operation. 
But  if  the  shoemaker  is  called  upon  to  manufacture  several  thou- 
sand pairs  of  shoes  a  year,  it  will  be  economical  for  him  to  hire  men 
to  perform  minor  operations,  for  then  he  can  provide  them  with 
continuous  work.  It  would  further  be  profitable  for  him  to  use 
machinery  to  perform  some  of  the  operations. 

Territorial  division  of  labor.  The  extent  to  which  division  of 
labor  will  be  carried  depends  then  on  the  extent  of  the  market^jDn 
the  volume  of  goods  which  consumers  are  willing  to  purchase.    The 
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demand  for  a  particular  product  may  increase  with  the  gradual 
growth  of  the  population  or  as  the  result  of  a  change  in  popular 
taste.  But  in  the  past  the  most  striking  cause  of  increased  demand 
for  the  product  of  a  particular  manufacturer  or  locality  has  been  a 
widening  of  the  market  through  improvements  in  the  means  of 
transportation ;  in  other  words,  through  the  addition  of  a  demand 
which  was  previously  satisfied  by  other  producers  or  not  satisfied  at 
all. 

Certain  regions  are  peculiarly  fitted  by  natural  endowment  for 
the  pursuance  of  certain  occupations.  The  soil  and  climate  of  the 
iiVmerican  Southern  states  make  them  particularly  suitable  for  the 
growing  of  cotton  ;  the  coal  and  iron  of  Pennsylvania  make  special- 
ization in  iron  and  steel  products  natural ;  the  fertile  plains  of  the 
mid-western  states  offer  unusual  advantages  for  growing  grain. 
The  specialization  in  production  which  is  thus  dictated  is  called 
territorial  or  regional  division  of  labor.  Under  almost  any  circum- 
stances there  will  be  some  degree  of  specialization  in  the  products  of 
the  region,  but  unless  adequate  transportation  facilities  exist  be- 
tween different  regions  each  must  be  self-reliant  to  a  great  degree. 
It  is  a  familiar  fact  that  a  century  ago  New  England  was  in  large 
measure  dependent  on  her  own  food  supply,  in  spite  of  the  fact  that 
her  soil  has  never  been  as  productive  as  that  of  the  West.  Yet 
New  England  could  not  specialize  in  manufacturing  until  she  could 
market  a  volume  of  goods  far  in  excess  of  the  needs  of  her  own 
people  and  could  satisfy  her  food  requirements  by  grain  from  the 
\5[est.  The  great  farming  regions  of  the  West,  on  the  other  hand, 
would  never  have  been  able  to  specialize  in  agriculture  except  for 
The  po^ibilitv  of  selling  their  products  in  New  England  and  other 
regions  and  purchasing  from  New  England  and  other  regions  their 
stock  of  manufactured  goods.  It  was  the  development  of  the 
^transportatiop  system  that  made  possible  this  interchange  of  goodsr 
and  this  territorial  division  of  labor,  to  the  great  advantage  of  both 
region^)"? — - — 

Division  of  labor  a  form  of  cooperation.  Production  with 
division  of  labor  is  clearly  cooperative.  Laborers,  employers,  cap- 
italists, and  landowners  are  working  together  in  the  sense  that 
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each  is  in  part  dependent  on  the  efforts  of  others.  In  the  long  chain 
of  productive  operations  each  producer  is  dependent  on  the  one 
below  him  for  his  raw  materials.  The  cotton  manufacturer  relies 
on  the  grower  of  cotton,  the  cotton  middleman,  the  coal  miner,  the 
manufacturer  of  cotton  machinery,  and  literally  a  host  of  others,  to 
provide  him  with  the  wherewithal  to  conduct  his  operations.  The 
agriculturist  grows  more  wheat  than  he  can  use,  confident  of  his 
ability  to  sell  the  surplus  and  with  the  proceeds  secure  the  cotton 
cloth  that  he  needs.  Cooperation  in  production  consists  in  the 
creation  of  a  surplus  and  the  exchange  of  that  surplus  for  the 
products  of  others.  The  laborer  working  for  wages  just  as  truly 
exchanges  his  surplus  as  does  the  manufacturer  who  hires  him,  for 
the  manufacturer  pays  him  the  present  worth  of  his  product  in 
money  instead  of  giving  him  a  portion  of  the  product  to  sell,  as 
might  be  done  and  as  is  sometimes  done  with  farm  labor. 

This  fact  of  cooperation  is  by  no  means  of  academic  interest  ~ 
only;  it  is  of  great  practical  importance.  In  the  past  material 
progress  has  followed  in  the  steps  of  cooperation.  Each  one  of  the 
industrial  stages  which  we  have  studied  is  marked  by  a  widening 
of  the  cooperative  area  and  by  an  increase  in  the  output  of  goods. 
As  in  the  past  so  in  the  future,  one  path  of  material  progress  lies  in 
the  direction  of  increased  cooperation,  of  greater  specialization  both 
within  the  industry  and  between  regions  having  natural  aptitudes 
in  the  production  of  certain  goods.  Any  artificial  restraint  there* 
fore  which  hinders  this  specialization  decreases  by  so  much  the 
effectiveness  of  labor. 

We  cannot  leave  this  topic  without  emphasizing  the  reliance 
which  individuals,  communities,  and  nations  place  on  the  effective- 
ness of  cooperation  in  supplying  them  with  the  goods  in  which  they 
are  deficient.  England  affords  the  classic  example,  packing  in  a 
sufficient  food  supply  and  in  raw  materials  such  as  cotton,  copper, 
and  many  minerals,  she  has  been  able,  through  utilizing  her  deposits 
of  coal  and  iron  and  her  intelligent  population,  to  produce  a  volume 
of  manufactures  great  enough  to  supply  her  own  needs  and  at  the 
same  time,  by  selling  the  surplus  abroad,  to  procure  food  for  her 
population  and  raw  materials  for  her  industries.     Any  large  city  of 
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the  present  day  is  entirely  dependent  on  outside  sources  of  supply 
for  food  and  raw  materials  and  is  therefore  dependent  for  its  ver; 
life  on  transportation  facilities.     The  tying  up  of  all  the  rail  coa 
nections  to  New  York  would  be  a  catastrophe  of  the  greatest 
magnitude.     It  can  easily  be  seen  that  the  threat  of  a  nation-wide  / 
strike  on  the  part  of  the  railway  workers  is  a  powerful  weapon,  and' 
that  it  is  powerful  because  of  the  degree  to  which  we  depend  on 
cooperation  in  production. 

The  control  of  production.  When  we  survey  production  as  a 
whole  we  see  the  truly  marvellous  spectacle  of  millions  of  men 
engaged  in  thousands  of  different  tasks,  turning  out  quantities  of 
goods  varying  in  kind  from  the  most  essential  to  the  most  frivolous, 
transporting  these  goods  where  they  are  most  urgently  wanted, 
financing  their  manufacture,  shipment,  and  sale,  and  performing 
personal  services  of  the  most  varied  character.  Each  producer  is 
apparently  quite  independent  in  his  choice,  yet  each  seems  as  a 
rule  to  turn  out  exactly  the  amount  of  his  particular  product  which 
can  be  sold,  and  with  almost  no  exceptions  the  goods  all  seem  to 
reach  the  consumers  where  and  when  they  are  wanted.  This  fine 
coordination  of  human  activity  cannot  be  the  consequence  of 
accident ;  such  marvellous  cooperation  is  not  merely  a  fortunate 
coincidence.  There  must  be  some  control.  Now  such  control  may 
be  of  two  types  :  (l).byJegal_authorityj-estricting  the  fippdnm  nf 
the  in<li\i(lual  })r()(liicer,  or  (2)  by  economic  forces  operating  under 
a  regime  of  personal  liberty.  In  a  certain  sense  we  may  call  the  first 
conscious,  the  second  unconscious,  reuulatiuji-  Of  the  two  types  of 
control  it  is  evidently  the  second  which  governs  in  the  modern 
world.     But  this  has  not  always  been  so. 

Regulation  by  legal  authority.  For  the  sake  of  a  background  for 
our  study  of  the  modern  regulatory  system  let  us  digress  for  a 
moment  and  revert  to  a  time  in  England  when  it  was  widely  held 
that  regulation  of  individual  activity  should  be  a  conscious  and 
definite  policy  of  the  government.  The  motives  for  regulation 
were  in  part  to  protect  the  subjects  against  the  dishonesty  or 
oppressive  power  of  other  nationals  or  foreigners  and  in  part  to 
increase  the  prosperity  and  prestige  of  the  nation. 
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Protection  for  the  individual.  We  have  already  seen  that  in  the 
period  of  the  town  economy  the  protection  of  the  inhabitants  of  one 
town  against  those  of  another  was,  in  the  modern  view,  carried  to 
extreme  lengths.  The  fixing  of  the  price  of  bread  was  a  common 
practice  and  in  the  same  spirit  laws  w^ere  passed  providing  for  the 
inspection  of  cloth  and  other  articles.  This  meant  the  practical 
determination  by  authority  of  the  tj^je  of  cloth  which  could  be 
made.  Some  of  these  regulations  lasted  well  into  the  nineteenth 
century,  when  they  were  either  repealed  or  ceased  to  be  enforced. 

Another  form  of  regulation  was  interference  with  the  freedom  of 
movement  of  the  individual  and  limitation  of  his  choice  of  occupa- 
tion. We  have  already  referred  to  the  way  in  which  the  manorial 
laborer  was  tied  to  the  soil.  In  the  course  of  time  the  absolute 
restraint  on  moving  from  place  to  place  was  relaxed,  but  it  was  still 
true  in  the  seventeenth  and  eighteenth  centuries  that  custom  and 
law  made  the  laborer,  and  particularly  the  poor  laborer,  relatively 
fixed  to  the  place  in  which  he  was  born. 

In  the  reign  of  Elizabeth  the  law  of  apprenticeship  was  passed, 
which  compelled  any^erson  wHo~wisired~r6  follow"  a  trarde;Wserve 
an  apprenticeship  of  seven  years.  This  simply  followed  the  custom 
of  the  time  and  was  intended  to  make  the  efforts  of  tTie  giI3rto 
ensure  honest  workmanship  more  fruitful,  but  it  tended  to  solidify^ 
a  custom  which  might  more  easily  have  been  modified  in  the  course 
of  time  but  for  the  law.  It  is  true  that  this  law  applied  only  to 
such  trades  as  were  in  existence  when  the  law  was  passed  and 
applied  only  to  towns,  but  municipal  regulations  made  it  diflBcult 
for  anyone  to  follow  a  trade  unless  he  had  been  an  apprentice  for 
the  required  length  of  time. 

Wages  also  were  regulated  by  authority.  According  to  the  act 
of  Elizabeth  referred  to  above  and  subsequent  legislation,~the 
jttstices  of  the  peace  in  each  jurisdiction  were  required  annually  to 
determine  what  wages  should  be  paid.  It  may  be  said  in  this 
connection  that  their  efforts  were  not  entirely  unwelcome  to  the 
laborers,  for  while  the  justices  were  undoubtedly  inspired  with 
conservative  views,  it  is  nevertheless  true  that  they  frequently 
raised  wages.     In  a  period  when  workers  were  scattered  and  of 
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negligible  importance  politically,  concerted  action  on  their  part  to 
raise  wages  was  quite  out  of  the  question.  Hence  any  body  of  men 
which  might  even  slightly  consider  their  needs  was  not  without 
advantage  to  them. 

Promotion  of  national  welfare.  The  second  motive  leading  to 
regulation  was  the  desire  to  increase  tli<-  pr^^^p^r^ty  ^j]^  pnw^r  of 
the  state.  The  sixteenth  and  seventeenth  centuries  were  periods 
in~which  the  nationalistic  spirit  was  manifesting  itself  to  an 
ever  increasing  degree,  and  it  was  generally  agreed  that  the 
first  duty  of  a  ruler  was  to  expand  his  power  whether  at  the  expense 
of  foreign  nations  or  of  his  own  subjects.  Inasmuch  as  it  was 
further  believed  that  national  and  private  interests  were  usually 
incompatible,  it  is  easy  to  understand  the  restrictions  placed  on 
the  private  individual. 

In  furtherance  of  the  aim  to  promote  the  national  prosperity 
and  power  much  attention  was  given  to  the  regulation  of  the  na- 
tion's foreign  trade.  Armed  conflict  was  an  almost  constant 
feature,  and  the  employment  of  paid  standing  armies  in  place  of 
the  feudal  levies  of  former  times  as  well  as  the  increase  in  the  scope 
of  the  state's  activities  made  the  accumulation  of  a  store  of  the 
precious  metals  highly  desirable,  for  in  time  of  war  that  state 
which  was  most  plentifully  provided  with  ready  money  enjoyed  a 
great  advantage.  This  led  naturally  and  almost  inevitably  to  a 
belief  that  gold  and  silver  were  the  most  important  forms  of  wealth, 
and  measures  were  taken  to  conserve  and  increase  the  supply.  The 
most  obvious  and  the  earliest  of  these  measures  was  a  prohibition 
of  the  export  of  the  precious  metals.  This  legislation  was  unsuc- 
cessful in  operation  and  was  soon  seen  to  be  unwise,  as  there  were 
occasions  on  which  the  export  of  gold  and  silver  might  result  in  an 
augmented  importation. 

PlibUe-attention-aiasihen  dkected  toward  starting  a  flow  of  gold 

andsUy^iilDward  En^ndjhrpugh  the  regulation  of  imports  and 

''^orts  of  goods^   It  was  held  that  if  the  total  value  of  the  exports 

"was  greater  than  that  of  the  imports  the  balance  would  of  necessity 

be  paid  in  money.    That  condition  was  called  a  "  favorable  balance 

of  trade,"  and  an  "  unfavorable  balance  of  trade  "  was  said  to 
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exist  when  the  value  of  the  imports  exceeded  that  of  the  exports  and 
money  flowed  out.^ 

In  order  to  secure  a  favorable  balance  of  trade  and  to  avoid  an 
unfavoralDle l)alance^eavy~duties  were  imposed  on  the  import  of 
manufactured  goods  or  on  goods  which  could  be  produced  ^n 
England.  In  some  cases  bounties  were  granted  on  the  export  of 
English  wares.  The  importation  of  raw  materials  which  could  be 
worked  up  in  England  was  generally  encouraged,  for  the  value  of 
the  goods  when  exported  would  be  greatly  enhanced  and  would 
therefore  help  swell  the  value  of  the  exports.  So  also  the  export  of 
domestic  raw  materials  which  could  be  manufactured  at  home  and 
bring  a  much  greater  price  in  the  finished  state  was  prohibited. 
This  was  true  of  wool  in  particular.  J[n_summary. we_maj'-say_that. 
regulation  was  intended  so  to  affect  the  course  of  foreign  trade  that 
England  would  import  only  raw  materials  which  could  later  be 


exported  in  a  more  valuable  form  and  would^xpo/t  ooiy  fiMshed 

goods.  <sivi-..c^v^^2^^         Mi^ '<:^'4(£/A^^^ 

Mercantilism.  The  political  and  economic  philosophy  of  the 
period,  which  embraces  these  regulatory  provisions,  is  called 
Mercantilism.  Th^  foregoing  account  makes  no  pretense  of  giving 
a  complete  picture  of  all  the  restrictions  thus  imposed  upon  the 
producers  by  the  laws  of  England,  which,  by  the  way,  were  dis- 
tinctly more  liberal  than  those  of  most  other  countries.  As  com- 
pared with  the  conditions  which  prevailed  in  France  for  example 
English  workers  and  traders  enjoyed  a  great  measure  of  freedom. 
England  had  free  internal  trade  by  the  eighteenth  century,  whereas 
the  internal  trade  of  France  was  impeded  by  innumerable  customs 
barriers,  and  in  the  period  of  most  minute  regulation  the  individual 
could  not  determine  what  he  should  produce,  how  much  he  might 
produce,  where  he  might  produce  it,  or  to  whom  he  might  sell  it. 

'»  1  It  is  not  our  purpose  here  to  point  out  the  merits  of  this  theory,  but  there  are 
so  many  misconceptions  based  on  it  even  at  the  present  day  and  it  is  so  widely  held 
in  one  form  or  another,  that  it  must  be  stated  emphatically  that  neither  an  excess  of 
exports  nor  an  excess  of  imports  can  be  considered  as  either  favorable  or  unfavor- 
able and  that  it  is  impossible  over  a  period  of  time  for  a  country  to  have  either  a 
continuous  inflow  or  a  continuous  outflow  of  gold,  unless  one  of  the  countries  is  a 
gold-producing  country  and  is  exporting  the  gold  in  the  same  fashion  as  the 
United  States  exports  wheat.  This  subject  will  come  up  for  full  discussion  in  a 
later  chapter. 
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Laissez  faire.  During  the  eighteenth  century  the  conviction 
spread  that  there  had  been  too  much  government,  too  much 
interference  with  private  business,  and  there  arose  a  strong  reaction 
against  the  restrictions  of  mercantiUsm,  Laissez  faire  —  let  things 
alone  —  became  the  watch  cry  of  philosophers,  economists,  and 
statesmen.  Laissez  faire  in  the  first  place  emphasized  the  impor- 
tance of  the  individual  and  of  individual  welfare.  Secondly  it 
assumed  that  individual  welfare  and  national  prosperity  are  not 
incompatible.  It  went  further  and  asserted  that  individual 
prosperity  is  at  the  very  foundation  of  national  prosperity ;  that 
the  individual,  if  allowed  to  follow  his  own  self-interest  without 
external  restriction,  will  exert  himself  to  the  utmost  in  the  line  of 
endeavor  for  which  he  is  best  fitted  and  will  therefore  be  a  more 
productive  and  hence  a  more  valuable  member  of  society  than  if 
his  occupation  and  his  conduct  in  that  occupation  be  prescribed 
for  him  by  either  law  or  custom.  As  each  man  follows  his  own 
interest  the  clash  of  conflicting  interests  will  lead  to  modifications 
and  compromises  which  will  result  in  approximate  justice  to  all. 

Translated  into  terms  of  concrete  policy,  laissez  faire  supported 
ll)  free  trade,  as  ()p{)()S("(l  to  protective  tariff,  (2)  no  attempt  to  fix 
or  regulate  prices  or  to  rc\<;ulate  either  the  quantity  or  quality  of 
goods  produced,  (3)  entire  freedom  on  the  part  of  the  individual.tQ 
venter  any  occupation  hv  niiirht  ( Imo-e,  inany  place  he  might  think 
/advisable,  (4)  the  determination  of  wages  by  unfettered  bargaining 
sjbetween  employer  and  employee,  (5)  the  limitation  of  the  functions 
)f  government  to  (a)  defense  and  the  maintenance  of  peace  and 
order,  (b)  the  dispensing  of  justice,  (c)  the  establishment  and 
maintenance  of  certaijn  public  works  and  institutions,  such  as  the 
paving  of  streets,  the  improvement  of  harbors  and  means  of 
communication,  the  care  of  education,  etc.,  which  cannot  be  made 
commercially  profitable  "as  private  enterprises. 

The  progress  of  liberal  ideas.  Tlie  reaction  against  mercantilism 
spread  rapidly  in  the  eighteenth  and  nineteenth  centuries,  and  the 
general  acceptance,  particularly  in  England,  of  the  doctrines  of 
laissez  faire  ushered  in  a  period  in  which  the  dominant  note  was  the 
absence  of  conscious  regulation  and  the  free  play  of  the  forces  of 
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individual  initiative.     The  basic  principles  of  laissez  faire  have  on 
the  whole  successfully  maintained  themselves  to  the  present  day, 
though  experience  has  shown  untenable  some  of  its  extreme  posi- 
^   tions,  both  of  philosophy  and  of  practical  policy 7 

The  present  system  of  economic  freedom.  The  conditions  under 
which  production  operates  at  the  present  day  are  on  the  whole  those 
of  economic  freedom  in  contrast  with  legal  authority.  Taking  a 
broad  view  of  the  present  system,  we  note  that  it  is  founded  on 
three  great  principles :  (1)  personal  liberty,  (2)  private  property, 
and  (3)  individual  initiative  and  control  of  enterprise. 

So  generally  is  personal  liberty  today  taken  for  granted  that  we 
are  in  some  danger  of  failure  to  appreciate  its  full  significance. 
In  truth  personal  liberty  is  a  comparatively  new  thing,  only 
recently  gained  as  the  climax  of  a  struggle  of  centuries.  Through- 
out most  of  the  world's  history  freedom  was  a  rare  privilege  enjoyed 
by  the  favored  few.  The  masses  of  the  people  were  slaves  or 
serfs,  more  or  less  completely  subject  to  the  will  of  their  owners 
or  overlords.  Even  after  slavery  was  abolished  and  the  status  of 
serfdom  gradually  liberalized  and  finally  developed  into  compara- 
tive personal  freedom,  the  legal  restrictions  upon  economic  activity 
which  we  have  been  studying  continued.  Real  economic  freedom  is 
scarcely  a  century  old. 

In  Chapter  I,  where  property  was  defined  and  analyzed,  the 
institution  of  private  property  was  taken  for  granted.  But  this- 
also  is  a  remarkable  and  a  fairly  modern  institution.  There  was 
probably  very  little  private  property  in  ancient  days,  common 
ownership  by  the  tribe  or  nation  or  ownership  by  the  chief  or  king 
being  the  rule.  The  feudal  system  was  based  upon  ownership  of  at 
least  the  most  important  element  of  the  wealth,  the  land,  by  the 
king  or  other  ruler.  Even  today  a  certain  part  of  the  wealth  of 
every  community,  more  in  some  countries  than  in  others,  is  owned 
in  common  as  the  property  of  government.  But  in  most  modern 
nations  the  great  bulk  of  all  the  wealth  is  owned  by  individuals. 
Private  property  involves  not  only  the  right  of  the  owner  to  enjoy 
all  the  benefits  of  his  wealth  but  also  the  right  to  say  who  shall  own 
it  after  his  death;    that  is,  the  right  of  bequest  or  inheritance. 
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This  attribute  of  private  property  greatly  increases  its  significance 
as  one  of  the  conditions  which  control  production  in  the  modern 
world. 

The  development  of  individual  initiative  and  control  of  enter- 
prise succeeding  the  regime  of  control  by  legal  authority,  has 
already  been  sufficiently  discussed.  Today  it  is  not  the  congress 
or  the  legislature,  the  town  council  or  the  gild  authorities  that  say 
what  sorts  of  goods  shall  be  produced  and  what  quantities  of  each, 
where  they  shall  be  marketed,  and  at  what  prices  sold.  All  such 
matters  are  left  to  the  personal  judgment  and  free  initiative  of 
the  men  who  direct  modern  industry,  the  farmers  and  miners, 
manufacturers  and  merchants,  bankers  and  brokers ;  in  short, 
the  entrepreneurs. 

The  motive  to  productive  effort.  The  goal  of  all  industry  is 
production,  in  order  that  human  wants  may  be  satisfied.  Each 
producer  is,  uiuk-r  the  institution  of  personal  and  economic  freedom, 
at  Jil:i££ty-to  produce -whatever  he  chooses,  and  the  institution  of 
pri\-ate  property  permits  him  to  have  and  dispose  of  what  he 
produces.  Thus  is  the  desire  for  the  satisfaction  of  wants  liberated 
to  become  the  motive  force  behind  production,  as  it  could  never  be 
without  freedom  and  private  property.  The  slave  may  cherish 
wants  without  result  in  increased  application  and  diligence.  He 
does  as  little  as  he  can  without  incurring  the  wrath  of  the  overseer, 
because  he  knows  that  there  is  small  connection  between  his  efforts 
and  the  satisfaction  of  his  wants.  A  freeman,  on  the  contrary,  has 
the  right  to  enjoy  the  fruits  of  his  toil,  and  he  is  spurred  on  to  efforts 
more  or  less  energetic  and  effective  according  to  the  m-gency  of  his 
wants  and  his  productive  capacity. 

But.  as  we  have  seen,  modern  society  is  organized  upon  a  co- 
operative basis,  which  means  in  the  first  place  that  one  does  not 
produce  the  things  that  will  satisfy  his  own  wants  but  must  first 
exchange  his  own  product  for  goods  produced  by  others  and  sec- 
ondly that  production  must  submit  to  an  extremely  complex 
organization  controlled  by  certain  individuals,  the  entrepreneurs. 
For  the  great  mass  of  the  workers,  the  connection  between  effort 
and  satisfaction  of  wants,  though  it  still  exists,  becomes  less  direct 
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and  less  obvious.  Nevertheless  the  basic  motive  remains ;  the 
wage  earner  is  aware  that  the  amount  of  his  wages  depends,  in  some 
measure  at  least,  upon  the  efficiency  of  his  productive  efforts,  and 
the  entrepreneur  thinks  of  the  profits  of  his  business.  The  modern 
motive  to  productive  effort  is  thus  frankly  self-regarding,  and 
modern  industry  proceeds  along  the  lines  of  competition,  which 
means  in  general  that  each  is  acting  independently  in  his  own 
interest  without  regard  to  the  interests  of  others. 

The  rule  of  price.  Such  being  the  motive  to  production,  and  its 
direction  being  in  the  hands  of  a  comparatively  few  entrepreneurs, 
what  is  it  that  guides  the  judgment  of  the  latter  and  tells  them  what 
goods  to  produce,  what  quantities  of  each,  where  to  send  them,  and 
to  whom  to  sell  them  ? 

The  answer  is  price.  Prices  determine  profits  and  invite  or  repel 
the  entrepreneur  as  he  casts  his  eye  over  all  the  possibilities  in  the 
field  of  production.  Wages,  the  price  of  labor,  turn  laborers  from 
.one  industry  to  another.  Price  directs  the  flow  of  savings  into 
new  capital  equipment  for  this  industry  or  that.  Price  determines 
the  amount  of  iron  ore  that  will  be  mined,  the  amount  of  wheat  that 
will  be  raised,  whether  wheat  will  be  sent  to  one  country  or  another. 
Price  is  so  omnipresent  and  so  subtle  a  force  that  few  are  fully 
aware  of  its  significance  or  realize  how  completely  it  controls  our 
economic  life. 

A  simple  illustration  will  make  this  clear.  Ask  any  farmer  what 
he  would  do  if  he  knew  or  firmly  believed  that  the  price  of  wheat 
were  going  to  double.  Having  every  reason  to  anticipate  greater 
profits,  he  would  undoubtedly  try  to  grow  more  wheat  per  acre  and 
plant  some  acreage  to  wheat  that  had  previously  been  devoted  to 
another  crop  or  lain  fallow.  In  his  efforts  to  produce  more  wheat 
he  might  bid  for  laborers,  offering  them  higher  wages  to  induce  them 
to  leave  their  present  jobs,  and  he  might  purchase  new  machinery, 
so  stimulating  the  manufacture  of  farm  machinery  and  directing 
capital  into  that  line  of  industry.  Conversely  a  fall  in  the  price  of 
wheat,  threatening  lower  profits  or  even  losses,  will  reduce  its 
production,  may  lower  farm  wages,  and  tends  to  check  the  flow  of 
capital  into  farm  machinery.     The  farmers  of  this  country  rejoiced 
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in  the  high  prices  of  the  World  War.  Profits  were  large  and  pro- 
duction expanded  enormously  to  make  up  for  the  interruption  to 
the  flow  of  wheat  from  Russia,  Australia,  and  the  combatant 
countries.  The  return  of  peace  brought  with  it  an  approach  to 
normal  conditions.  Australian  wheat  could  get  to  the  market,  and 
France  could  devote  capital  and  labor  to  raising  wheat.  The  price 
of  wheat  dropped,  and  American  farmers  found  themselves  in  a 
desperate  plight.  The  explanation  was  simple ;  the  world  pro- 
duction of  wheat  was  too  great  to  be  sold  at  a  profit  by  all  of  the 
farmers.  The  automatic  check  was  working,  painfully  no  doubt,  in 
the  direction  of  decreased  production,  the  only  way  to  raise  the 
price  to  a  remunerative  level. 

Price  is  thus  the  medium  through  which  the  consumer  makes  his 
voice  heard,  telling  those  whose  judgment  directs  industry  how 
much  of  each  good  to  produce  and  whether  any  particular  good  shall 
be  produced  at  all.  If  someone  is  willing  to  pay  a  sufiicient  price, 
anything  conceivable  will  be  produced,  from  bread  and  shoes  to 
diamond  shoe  buckles.  If  for  something  else  no  one  is  willing  to 
pay  a  price  from  which  the  producer  can  make  a  profit,  then  that 
thing  will  not  be  made.  There  is  no  production  of  the  old-fash- 
ioned spinning  wheels  or  of  clothing  of  a  bygone  style  or  of  gold 
horse  shoes,  because  no  one  will  pay  the  price.  High  prices  of  the 
products  in  any  particular  line  attract  the  attention  of  the  entre- 
preneurs and  they  direct  land,  capital,  and  labor  into  that  branch 
of  production.  Low  prices  are  the  automatic  check  to  overpro- 
duction. Prices  of  raw  materials  and  wages  govern  costs  and  have 
the  opposite  effects,  stimulating  production  when  low  and  putting 
on  the  brakes  when  high. 

What  is  back  of  price  ?  Price  both  controls  production  and  is 
itself  controlled  by  production.  The  full  explanation  of  the 
economic  mechanism  which  determines  prices  must  be  postponed 
to  later  chapters,  but  the  reader  can  readily  understand  that  a 
great  stock  of  any  particular  product  inclines  the  producers  to  offer 
to  sell  at  lower  prices,  while  a  shortage  causes  prices  to  rise.  We 
thus  complete  the  circle  of  cause  and  effect.  A  surplus  of  any 
particular  good  relative  to  goods  in  general,  by  making  its  price 
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low,  tends  to  check  further  production  till  equilibrium  is  restored ; 
a  shortage  of  any  given  product  tends  to  a  rise  in  its  price  and  so 
stimulates  its  increased  production.  The  reader  will  also  recognize 
that  this  mechanism  by  which  price  regulates  production  and  is 
itself  regulated  by  production  is  an  automatic  thing  not  consciously 
imposed  by  any  person. 

It  is  possible  to  conceive  of  a  system  whereby  prices  are  fixed  by 
legal  authority.  Let  us  suppose  that  the  government  undertakes 
to  regulate  the  price  of  wheat.  In  some  way  it  must  be  provided 
that  the  right  amount  of  wheat  be  produced  and  that  the  use  of 
wheat  be  so  regulated  that  a  given  harvest  will  last  until  the  next 
crop  is  harvested.  Now  it  is  possible  for  the  government  to  buy  up 
all  the  wheat  and  dole  it  out,  so  much  per  person,  at  a  fixed  price, 
and  thereby  see  the  stock  does  last.  What  is  more  likely  is  that 
the  government  will  simply  fix,  from  time  to  time,  the  price  at 
which  wheat  may  be  sold.  If  the  price  thus  set  is  low,  consumption 
goes  on  at  a  rapid  pace,  the  total  stocks  of  wheat  may  be  pre- 
maturely consumed,  and  production  of  the  future  may  be  seriously 
curtailed.  If  the  price  is  very  high,  higher  than  would  be  fixed 
without  government  interference,  the  stocks  of  wheat  are  kept 
unnecessarily  large,  and  an  oversupply  is  likely  to  be  produced  for 
the  future.  Political  complications  are  also  likely,  either  from 
protests  of  the  farmers  if  the  price  is  thought  too  low  or  from  the 
complaints  of  the  general  body  of  consumers  if  they  consider  the 
price  too  high. 

Returning  from  this  digression,  we  note  that  price  is  actually 
determined  by  bargaining  between  sellers  and  buyers,  producers 
and  consumers.  Each  consumer  of  wheat  is  striving  to  purchase 
his  wheat  at  the  lowest  possible  price,  while  each  seller  strives  to 
sell  for  the  highest  possible  price.  The  only  restraint  imposed  is 
that  of  self-interest.  A  seller  hesitates  to  be  too  grasping  lest  he 
lose  his  trade  to  another  seller ;  a  buyer  fears  to  hold  off  for  a  low 
price  too  long  lest  he  lose  the  opportunity  to  buy  at  any  price.  If 
the  existing  stocks  appear  deficient,  this  bargaining  of  sellers  and 
buyers  tends  to  a  rise  in  price  and  economy  in  present  use  with  more 
held  back  for  future  needs.    The  opposite  results  follow  the  fall  in 


DIVISION  OF  LABOR  AND  CONTROL  OF  PRODUCTION     93 

price  which  is  induced  by  abundant  present  stocks.  And  finally 
the  high  or  low  price  encourages  or  discourages  future  production 
to  replace  the  present  stocks. 

Unconscious  cooperation.  The  modern  system  of  production  is 
cooperative,  but  it  is  unconscious  cooperation,  in  that  the  agents  of 
production  are  following  their  own  separate  interests  —  the  secur- 
ing of  the  highest  possible  wages,  or  the  largest  profits  possible,  or 
the  maximum  rate  of  interest,  all  forms  of  price  —  and  are  rarely 
aware  of  the  fact  that  they  are  engaged  in  cooperative  enterprise. 
Indeed  under  the  complex  conditions  of  modern  life  conscious  co- 
operation through  the  control  of  legal  authority  is  scarcely  con- 
ceivable. To  coordinate  the  supply  of  goods  with  the  demand  for 
goods,  to  determine  the  basis  of  exchange  for  all  goods  and  services, 
to  fit  workers  into  their  proper  niches,  to  attend  to  the  thousand 
details  which  individual  interest  now  takes  care  of,  is  a  task  far 
beyond  the  organizing  ability  of  the  human  race  in  its  present  stage 
of  development. 


CHAPTER  VI 
THE  FORM  OF  THE  BUSINESS  UNIT 

As  was  shown  in  the  chapter  just  preceding,  the  control  of 
production  in  the  modern  world  has  been  entrusted  to  the  entre- 
preneurs, who  are  permitted  to  organize  and  direct  industry, 
impelled  primarily  by  the  motive  of  private  gain  in  the  form  of 
business  profits.  In  the  course  of  the  extraordinary  era  of  economic 
progress  ushered  in  by  the  Industrial  Revolution,  old  forms  of  the 
business  unit  have  been  modified  and  new  ones  introduced  in  order 
that  the  several  branches  of  industry  might  adapt  themselves  to  the 
varied  and  changing  conditions  and  might  function  more  easily  and 
more  efficiently.  The  form  of  the  business  unit  is  a  matter  of  very 
considerable  significance. 

The  individual  proprietorship.  A  business  which  is  simple  in 
nature,  which  requires  little  capital,  and  to  which  attaches  rela- 
tively little  risk  does  not  require  a  complex  form  of  organization. 
In  fact  complexity  of  organization  would  prove  more  a  handicap 
than  a  help.  The  small  retail  grocer  or  baker  for  example  generally 
finds  the  individual  proprietorship  best  suited  to  his  needs.  In 
this  form  of  organization  the  proprietor  is  in  sole  charge  of  the 
business,  responsible  alike  for  its  success  or  its  failure.  He  may 
start  up  in  business  when  he  chooses  and  cease  operations  when  he 
so  desires,  without  the  bother  and  expense  of  legal  formalities. 
Unless  an  activity  is  specifically  prohibited  by  law,  such  as  the 
coining  of  money  or  the  carrying  of  mail,  no  line  of  business  is 
closed  to  him.  Responsible  to  himself  alone,  he  is  in  a  position  to 
make  decisions  at  once  without  seeking  either  the  advice  or  assent 
of  an  associate,  and  he  is  thus  able  to  take  advantage  of  the  op- 
portunity of  the  moment.  His  business  secrets  cannot  become 
common  property  through  the  indiscretion  of  associates. 

94 
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While  there  are  advantages  for  the  small  business  in  this  form  of 
organization,  there  are  certain  drawbacks  which  make  it  unde- 
sirable for  a  concern  of  any  great  size.  In  the  first  place  the 
individual  is  seldom  able  to  command  a  large  amount  of  capital, 
for  he  is  rarely  in  a  position  to  invest  as  much  in  his  own  business 
as  can  be  secured  by  a  partnership  or  a  corporation.  And  if  he  is 
able  to  do  so,  the  great  risk  involved  is  a  deterrent,  for  he  is  per- 
sonally liable  for  all  debts  of  his  business.  Hence  at  the  present 
time  we  find  relatively  few  large  enterprises  organized  and  operated 
by  a  single  individual.  In  agriculture  alone  the  individual  is  still 
the  predominating  figure,  and,  while  the  number  of  manufacturing 
plants  owned  and  operated  by  individuals  is  over  one  half  of  the 
total  number,  the  output  of  these  plants  forms  an  insignificant 
part  of  the  total  output. 

The  partnership.  The  partnership  is  a  more  complex  type  of 
organizatimi  than  the  individual  proprietorship,  for  it  involves 
relations  between  the  individual  partners  as  well  as  the  relationship 
of  the  partnership  to  the  public.  Essentially  it  is  a  voluntary 
association  of  two  or  more  individuals  for  the  performance  of  a 
specific  or  a  general  object.  This  object  may  be  accomplished  in  a 
day  or  a  week,  or  the  association  may  be  formed  for  more  general 
purposes,  such  as  the  establishment  and  operation  of  a  factory,  and 
may  last  a  longer  time. 

In  any  case  the  purposes  for  which  the  partnership  is  formed,  its 
duration,  the  ways  in  which  it  may  be  dissolved,  and  the  mutual 
rights  and  obligations  of  each  partner  to  the  other  will  be  the  sub- 
ject of  an  agreement  usually  set  forth  in  written  form.  As  was 
true  in  the  case  of  the  individual  proprietor,  the  partnership  can  be 
created  with  little  legal  formality  and  without  delay. 

While  the  partnership  agreement  controls  the  relations  between 
the  individual  partners  and  can  determine  the  share  of  profits 
going  to  each  partner  and  the  proportion  of  the  common  losses 
which  each  must  pay,  it  cannot  control  the  relations  with  the 
general  public.  From  a  legal  standpoint  each  partner  is  considered 
to  be  an  agent  of  the  partnership,  fully  empowered  to  bind  the 
partnership  in  all  lawful  undertakings.     In  the  event  of  inability  to 
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meet  all  debts  from  the  funds  of  the  partnership,  each  partner  is 
liable  to  the  full  extent  of  his  personal  resom-ces  for  the  debts  of 
the  business,  even  though  the  agreement  may  make  one  partner 
responsible  for  only  a  certain  proportion.  For  example,  let  us 
assume  that  the  partnership  agreement  of  Jones  and  Brown  stipu- 
lates that  Jones  shall  receive  seventy-five  per  cent  of  the  profits  and 
be  responsible  for  seventy-five  per  cent  of  the  losses.  Large  losses 
occur  and  the  debts  exceed  the  resources  of  the  partnership.  Jones 
finds  himself  unable  to  meet  his  share  of  the  losses,  and  therefore 
Brown  must  make  up  the  difference  if  he  is  able  to  do  so.  This  is 
known  as  unlimited  liability  and  is  one  of  the  chief  points  of  dif- 
ference between  the  partnership  and  the  corporation. 

The  fact  that  there  are  several  men  united  together  makes  it 
possible  for  the  partnership  to  control  a  larger  amount  of  capital 
than  can  the  individual.  In  fact  many  partnerships  have  been 
formed  when  the  individual  had  reached  the  point  in  the  develop- 
ment of  his  business  where  additional  capital  was  necessary  and 
could  most  easily  be  secured  through  the  admittance  of  an  associate. 
Few  concerns  are  able  to  finance  themselves  with  their  own  capital 
exclusively ;  they  must  rely  to  some  extent  on  bank  credit,  secured 
through  loans  from  banks,  and  on  commercial  credit,  obtained  by 
purchasing  goods  to  be  paid  for  in  the  future.  The  ability  of  theT 
partnership  to  secure  capital  in  these  ways  is  likely  to  be  greater 
than  that  of  the  individual,  in  so  far  as  the  unlimited  liability  of 
several  men  offers  a  greater  margin  of  safety  to  the  creditor  than  the 
unlimited  liability  of  one. 

Another  advantage  of  the  partnership  over  the  individual 
proprietorship  may  come  from  the  association  of  abilities.  An 
important  question  will  be  viewed  from  more  than  one  point  of 
view,  and  the  decision  which  is  reached  may  therefore  be  sounder. 
Offsetting  this  there  is  the  possibility  of  serious  disagreement  and 
consequent  delay  in  making  decisions,  but  at  least  snap  judgments 
are  likely  to  be  avoided.  A  certain  degree  of  specialization  is  pos- 
sible, as  in  a  wholesale  house  where  one  partner  is  entrusted  with 
the  buying,  another  with  the  selling,  and  the  third  with  financial 
questions.     This  feature  is  especially  prominent  in  partnerships  of 
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professional  men,  such  as  those  formed  by  several  doctors,  each  of 
whom  may  be  a  specialist  in  a  particular  branch  of  medical 
practice. 

One  of  the  chief  weaknesses  of  the  partnership  is  the  prospect  of 
its  enforced  dissolution  on  the  death  of  a  partner.  Under  the 
common  law  doctrine,^  unless  modified  by  statute  law,  the  death 
of  one  of  the  partners  automatically  dissolves  the  partnership  and 
makes  necessary  an  accounting  and  distribution  to  his  heirs  of  the 
deceased  partner's  share  of  the  net  resources  of  the  partnership. 
This  may  be  a  hardship,  both  to  the  partnership  and  to  the  heirs. 
But  the  heirs  cannot  join  the  partnership  without  the  formation  of 
a  new  partnership. 

The  theory  on  which  this  doctrine  is  based  is  that  the  partner- 
ship is  a  peculiarly  personal  relationship  and  that  anything  which 
occurs  to  interfere  with  this  must  necessarily  bring  the  original 
arrangement  to  an  end.  A  logical  corollary  is  that  a  partner  may 
not  transfer  his  interest  in  the  partnership  without  causing  a 
dissolution  of  the  partnership,  because  no  associate  can  be  forced 
on  the  other  partners  against  theirwill. 

BuiFthe  partnership  has  such  obvious  advantages  over  the 
individual  proprietorship  that,  before  the  corporate  form  was 
devised  and  made  common,  it  was  the  prevailing  form  of  organiza- 
tion in  enterprises  of  moderate  and  large  size,  and  it  is  still  not 
uncommon  to  find  large  concerns  conducted  for  many  years 
under  a  partnership  agreement,  although  the  corporation  has 
steadily  increased  in  favor  and  now  overshadows  the  partnership 
in  importance. 

The  limited  partnership.  A  special  type  of  the  partnership  is 
known  as  the^  limited  partnership.  This  involves  one  or  more 
general  partners,  who  manage  and  direct  the  business  and  have 
unlimited  personal  liability,  and  one  or  more  limited  partners, 
whose  liability  is  limited  to  the  extent  of  their  investment  in  the 
business.     While  the  right  to  associate  in  business  as  partners  with- 

'  Common  law  is  based  on  universal  custom  which  has  received  recognition  and 
sanction  in  decisions  rendered  by  the  courts.  Statute  law  consists  of  laws  enacted 
by  a  legislative  body,  such  as  the  Congress  of  the  United  States  or  the  legislature  of 
one  of  the  states,  and  enrolled  on  the  statute  books. 
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out  special  sanction  is  well  recognized  in  our  law,  the  formation  of 
a  limited  partnership  is  a  privilege  conferred  by  statute  law,  and 
certain  formalities  are  prescribed,  such  as  registration  and  the 
giving  of  public  notice  of  the  limited  liability  of  certain  partners. 
It  should  be  noted  furthermore  that  limited  liability  does  not  imply 
freedom  from  liability ;  it  means  rather  that  in  case  of  losses  the 
personal  resources  of  the  limited  partner  are  not  all  available  for 
the  settlement  of  the  debts  of  the  partnership.  Usually  the 
liability  is  limited  to  the  investment  in  the  business. 

Another  characteristic  of  the  limited  partnership  is  that  those 
partners  with  limited  liability  must  take  no  share  in  the  control  of 
the  business.  If  their  relation  to  the  business  is  such  as  to  lead 
the  public  to  believe  that  they  are  actively  engaged  in  the  business, 
the  plea  of  limitation  of  liability  may  not  be  accepted  by  the  court 
in  settling  the  affairs  of  the  partnership. 

This  form  of  organization  may  prove  more  advantageous  than  the 
general  partnership  or  even  the  corporation.  It  offers  a  method 
whereby  capital  may  be  secured  without  relinquishing  control  of  the 
business.  A  partner,  anxious  to  withdraw  from  active  business, 
may  do  so,  leaving  his  share  in  the  business  intact.  A  partnership 
which  has  been  broken  up  by  the  death  of  a  partner  may  be  re- 
formed as  a  limited  partnership,  without  disturbing  the  assets  or 
breaking  the  continuity  of  operations,  by  admitting  the  heirs  as 
limited  partners.  In  states  where  the  expenses  of  incorporation 
are  heavy,  where  state  supervision  of  corporations  is  quite  strict,  or 
where  corporations  are  heavily  taxed,  the  limited  partnership  may 
be  a  more  desirable  form. 

The  corporation.  Though  the  most  significant  type  of  business 
unit  in  the  United  States  at  the  present  time,  the  corporation  is 
of  comparatively  recent  development,  the  great  increase  in  the 
number  of  corporations  having  come  since  the  Civil  War.  The 
importance  of  the  corporation  can  easily  be  seen  by  the  fact  that, 
although  only  thirty-one  per  cent  of  all  the  manufacturing  estab- 
lishments in  1919  were  owned  by  corporations,  they  turned  out 
almost  eighty-eight  per  cent  of  the  total  value  of  the  products,  and 
in  certain  industries  we  find  the  corporation  controlling  an  even 
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greater  percentage  of  the  output.  For  example,  in  the  manufacture 
of  rubber  boots  and  shoes  corporations  have  entire  control.  They 
turned  out  ninety-seven  per  cent  of  all  the  agricultural  implements 
made  in  the  United  States  and  ninety-nine  per  cent  of  the  clocks 
and  watches.  In  practically  every  line  where  the  market  for  the 
product  is  more  than  a  local  one  the  corporation  is  found  to  hold  a 
j^eeihinent  place. 

Nature  of  the  corporation.  A  corporation  has  been  defined 
in  part  as  "  an  artificial  being,  invisible,  intangible,  and  existing 
only  in  contemplation  of  law."  This  definition  indicates  one  of 
the  most  distinctive  characteristics  of  the  corporation  ;  in  the  eyes 
of  the  law  it  is  a  legal  or  artificial  being,  a  fictitious  person,  con- 
ceived to  have  an  existence  apart  from  that  of  its  owners.  The 
partnership  exists  in  the  persons  of  the  partners.  For  exam- 
ple, suits  by  or  against  the  partnership  are  brought  in  the  names 
of  the  partners,  but  the  corporation  sues  and  is  sued  in  the 
corporate  name. 

Furthermore  the  corporation  depends  for  its  existence  upon  the 
sanction  of  the  law.  The  individual  business  man  and  the  partner- 
ship carry  on  business  by  virtue  of  rights  long  recognized  by 
common  law,  but  the  corporation  exists  only  through  the  official 
act  of  the  state.  In  the  United  States  a  special  act  of  the  state 
legislature  was  formerly  necessary  for  the  formation  of  each  cor- 
poration, but  there  are  at  present  general  corporation  laws  which 
prescribe  the  method  of  incorporation.^  If  the  organizers  fulfill  the 
requirements  as  laid  dpwjiin  the  corporation  laws  and  make  appli- 
cation in  due  form  to  the  proper  state  official,  a  charter,  or  certificate 
of  incorporation,  will  be  issued  to  them  defining  the  rights  and 
duties  of  the  corporation. 

Called  into  being  by  the  act  of  the  state,  the  corporation  exer- 
cises only  such  powers  as  have  been  conferred  upon  it.  A  partner- 
ship may  engage  in  any  activity  which  is  not  prohibited,  but  the 
corporation  is  restricted  to  the  range  of  activities  sanctioned  by 
the  terms  of  its  charter  or  the  general  laws,  either  explicitly  or 
implicitly,  as  essential  to  its  existence.     Acts  beyond  the  scope  of 

'  Some  corporations,  such  as  the  national  banks,  are  chartered  under  federal  laws. 
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the  corporation's  powers  are  termed  ultra  vires  and  may  result 
in  the  revocation  of  the  charter  and  the  dissolution  of  the 
corporation. 

The  doctrine  of  personal  relationship,  which  is  stressed  in 
partnerships,  is  not  so  important  in  the  case  of  corporations ;  the 
association  of  capital  is  of  greater  significance  than  the  associa- 
tion of  individuals,  and  this  finds  its  exemplification  in  the  right 
of  each  of  the  owners  of  the  corporation  to  transfer  his  property 
rights  in  the  corporation  at  will,  without  seeking  the  assent  of  the 
other  owners,  either  individually  or  collectively.  It  follows  that 
the  death  or  disability  of  one  of  the  owners  of  the  corporation  does 
not  bring  about  its  dissolution.  This  makes  the  corporation  a 
more  permanent  form  of  organization. 

In  some  cases  indeed  a  corporation  has  perpetual  existence,  but 
it  is  customary  at  the  present  time  to  limit  the  life  of  a  corporation 
to  a  definite  period,  such  as  twenty  or  fifty  years.  At  the  expira- 
tion of  this  period  the  corporation  is  automatically  dissolved,  but 
renewal  of  the  charter  is  so  easy  to  obtain  that  there  is  virtually 
perpetual  existence.  Dissolution  may  also  result,  as  we  have 
indicated  above,  from  ultra  vires  acts  of  the  corporation.  As  a 
matter  of  fact  however  the  authority  granted  by  the  charter  is 
usually  couched  in  such  general  and  comprehensive  terms  that  the 
ordinary  corporation  is  in  little  danger  of  exceeding  its  powers. 
Finally  dissolution  may  be  brought  about  by  the  action  of  the 
majority  of  the  owners  with  the  assent  of  the  state  authorities. 

Another  distinctive  feature  of  the  corporation,  as  compared  with 
the  partnership,  is  the  limited  liability  of  the  owners  of  the  corpora- 
tion for  corporate  debts.  This  is  not  a  necessary  mark  of  the 
corporation ;  there  have  been  corporations  the  owners  of  which 
have  had  full  personal  liability  for  corporate  debts,  but  it  is  usual 
at  the  present  time  to  limit  the  liability  of  the  owner  to  his  invest- 
ment in  the  business.  A  man  who  has  purchased  500  shares  of 
stock  in  a  corporation  is  liable  to  lose  what  he  paid  for  them,  but 
the  law  does  not  lay  hold  of  his  personal  resources  to  satisfy  the 
creditors  of  the  corporation.  In  some  cases  there  is  double  liability. 
The  purchaser  of  $100  of  stock  in  a  national  bank  for  example  may 
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not  only  lose  the  $100  which  he  has  invested  but  may  be  required 
^  contribute  $100  more  to  meet  the  debts  of  the  corporation. 

In  concluding  this  brief  survey  of  the  characteristics  of  the 
corporation  we  should  note  that  the  management  of  the  affairs  of 
the  corporation  is  delegated  by  the  owners  to  hired  managers.  The 
owners  elect  representatives  from  among  themselves,  called  di- 
rectors, ;to  care  for  their  interests  and  to  supervise  in  a  general  way 
the  operation  of  the  business,  but  the  active  management  of  the 
corporation  falls  upon  the  officers,  who  are  elected  usually  by  the 
directors.  Problems  of  importance  are  referred  by  the  officers  to 
the  directors ;  questions  of  policy  or  of  unusual  importance  only 
are  submitted  to  the  owners  collectively  for  action. 

Capital  stock.  The  capital  stock  represents  ordinarily  the 
original  and  permanent  investment  of  the  owners  in  the  corpora- 
tion. Suppose  that  a  group  of  men  incorporate  the  Steel  Manu- 
facturing Corporation  and  agree  to  contribute  $1,000,000,  divided 
into  10,000  shares  of  $100  each.  A  takes,  let  us  say,  5,000  shares 
and  pays  $500,000  into  the  treasury  for  them  ;  B  takes  1 ,000  shares, 
and  so  on  until  all  the  shares  are  sold.  The  corporation  now  owns 
$1,000,000  in  cash,  and  the  organizers  of  the  corporation  have 
certain  property  rights  against  the  corporation.  The  collective 
name  for  these  property  rights  is  capital  stock,  and  if  we  say  that  the 
capital  stock  of  the  company  is  a  million  dollars,  it  is  an  elliptical 
way  of  saying  that  the  property  rights  which  the  owners  of  the 
corporation  hold  against  the  corporation  (on  account  of  their  orig- 
inal investment)  amount  to  a  million  dollars. 

Each  owner  of  a  share  of  stock,  or  shareholder,  becomes  a  part 
owner  in  the  corporation,  and  as  such  is  possessed  of  certain  rights 
against  the  corporation,  such  as  the  right  to  receive  dividends  when 
legally  declared,  the  right  to  share  in  the  resources  of  the  company 
if  it  is  liquidated,  and  usually  the  right  to  vote  at  the  meetings  of 
the  shareholders.  A  certificate  of  stock,  signed  by  the  proper  officials 
of  the  corporation,  serves  both  as  evidence  of  the  shareholder's 
rights  of  ownership  and,  when  properly  endorsed,  as  a  convenient 
method  of  transferring  his  rights  to  another.  It  must  be  empha- 
sized that  a  stock  certificate  is  not  synonymous  with  a  share  of 
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stock ;  a  share  is  one  of  the  units  into  which  the  total  property 
rights  of  the  owners  have  been  divided,  and  the  certificate  is  merely 
presumptive  evidence  that  a  part  of  the  total  rights  is  vested  in 
the  holder.  This  is  an  example  of  the  distinction  between  a  prop- 
erty right  and  the  document  in  evidence  thereof  which  was  pointed 
out  in  Chapter  I. 

Many  corporations  find  that  their  financial  needs  are  best  met  by 
the  issue  of  two  types  of  capital  stock,  which  differ  from  one  another 
in  some  important  respects.  These  are  common  stock  and  preferred 
stock. 

Common  stock  usually  carries  with  it  the  exclusive  right  of  voting 
at  shareholders'  meetings.  Preferred  stock  also  may  confer  the 
right  of  voting,  but  usually  the  preferred  stockholder  has  no  voice  in 
the  management  so  long  as  his  dividends  are  regularly  paid.  The 
ownership  therefore  of  more  than  one-half  of  the  outstanding 
common  stock  will  give  control  of  the  corporation,  since  the  owner 
has  one  vote  for  each  share  of  stock  he  holds.  In  fact  in  a  large 
corporation  a  much  smaller  percentage  will  usually  suffice  because 
of  the  lack  of  interest  on  the  part  of  a  number  of  the  small  stock- 
holders, and  of  division  among  the  larger  ones. 

Dividends  are  declared  on  common  stock  by  action  of  the  board 
of  directors  when  profits  have  been  earned  and  when  it  is  judged 
wise  to  distribute  them,  and  the  amount  or  the  rate  of  the  dividend 
is  entirely  within  the  discretion  of  the  board.  Hence  the  stock- 
holders in  a  new  corporation  are  uncertain  of  a  return  on  their 
investment  for  some  time,  conservative  policy  dictating  that  the 
earnings  be  reinvested  in  the  business,  but  as  the  corporation 
becomes  more  and  more  successful  the  dividend  rate  rises  until  it 
may  be  much  higher  than  on  any  other  type  of  security. 

Preferred  stock  differs  from  common  stock  in  that  a  fixed  rate  of 
return  is  promised,  and  in  view  of  this  the  rate  of  return  is  some- 
what lower  than  that  which  can  be  expected  eventually  from  com- 
mon stock.  Furthermore  dividends  must  be  paid  on  preferred 
stock  before  any  can  be  declared  on  common  stock.  Ordinarily  the 
preferred  stockholder  has  no  redress  if  the  company  is  unable  to  pay 
dividends  in  any  given  year,  and  if  during  the  succeeding  year  very 
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large  profits  are  made,  he  does  not  then  receive  dividends  for  the 
previous  year.  But  there  is  frequently  cumulative  preferred  stock, 
upon  which  back  dividends  must  be  paid  up  before  any  dividends 
can  be  declared  on  the  common  stock.  This  protects  the  preferred 
stockholder  against  manipulation  of  the  accounts  to  conceal  profits 
and  avoid  thereby  the  paying  of  dividends.  Preferred  stock  may 
also  be  participating.  This  means  that  when  a  dividend  has  been 
paid  to  the  common  stockholders  at  the  same  rate  as  to  the  pre- 
ferred stockholders,  both  the  common  and  the  preferred  stock- 
holders share  in  proportions  already  determined  in  any  further 
dividend  payments  made  for  that  dividend  period. 

The  owner  of  this  type  of  stock  has  preference  over  the  common 
stockholder  in  another  direction  also,  i.e.,  in  the  distribution  of 
assets  in  case  of  liquidation.  The  common  stockholder  receives 
his  share  of  the  assets  only  after  the  preferred  stockholder  has 
been  paid  in  full.  If  the  remaining  assets  are  insufficient  to  redeem 
the  common  stock  in  full,  the  amount  is  divided  pro  rata  among  the 
shareholders  ;  if  there  is  more  than  enough  to  redeem  the  common 
stock,  then  the  remainder  is  usually  divided  pro  rata  among  the 
common  stockholders. 

Bonds  and  notes.  A  part  of  the  funds  for  the  operation  of  the 
corporation  are  often  secured  through  the  sale  of  its  bonds  and 
notes.  A  bond  is  a  certificate  of  indebtedness  issued  by  a  corpora- 
tion, bearing  interest  at  a  stipulated  rate  and  payable  at  stated 
times  and  having  a  certain  number  of  years  to  run  before  the 
corporation  is  obliged  to  redeem  it.  Essentially  it  differs  from  a 
promissory  note  only  in  the  length  of  time  before  maturity,  the 
type  of  security  on  which  it  rests,  and  the  greater  formality  with 
which  it  is  issued.  The  notes  of  a  corporation,  apart  from  the 
promissory  notes  of  a  few  months'  tenor,  partake  of  most  of  the 
characteristics  of  the  bond.  The  majority  of  them  however  run  for 
a  few  years  only,  whereas  bonds  may  not  mature  for  as  many  as 
forty  years  after  their  issue ;  also  the  notes  frequently  pay  a  higher 
rate  of  interest  than  do  the  long-time  bonds.  This  arises  from  the 
fact  that  note  issues  are  resorted  to  at  a  time  when  the  ruling  rate  of 
interest  is  too  high  to  make  it  desirable  to  issue  bonds  ;  by  the  time 
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the  notes  mature  it  is  expected  that  the  interest  rate  will  have  fallen 
so  that,  if  necessary,  long-time  bonds  may  be  sold  to  replace  them. 

The  bondholder  has  no  voice  in  the  management  of  the  business 
so  long  as  his  interest  pajTnents  are  met  with  regularity,  except  in 
so  far  as  his  contract  with  the  corporation  may  limit  its  freedom  of 
action  in  respect  of  matters  which  have  a  bearing  on  its  ability  to 
pay  the  principal  or  interest  of  the  bond.  If  the  security  behind  the 
bonds  is  a  mortgage  on  the  physical  equipment  of  the  concern,  as  is 
frequently  true,  default  in  the  payment  of  either  interest  or  princi- 
pal may  force  the  bondholders  to  foreclose  the  mortgage  and  take 
over  the  operation  of  the  business  to  protect  their  own  interests. 
In  case  of  the  liquidation  of  a  business  the  bonds  are  redeemed 
before  either  preferred  or  common  stockholders  receive  anj-thing. 

Of  these  three  groups  of  securities  the  bond  gives  the  least  risk 
of  failure  to  receive  payment  of  income  and  the  amount  invested, 
the  smallest  return,  and  no  control.  The  preferred  stock  carries 
with  it  more  such  risk,  a  greater  return,  and  usually  no  control. 
The  common  stockholder  has  the  greatest  such  risk,  the  possibility 
of  the  highest  return,  and  usually  complete  control.  Although  we 
cannot,  at  this  point,  enter  upon  a  discussion  of  the  relative  merits  of 
stocks  and  bonds  as  investments,  it  is  appropriate  to  call  attention 
to  the  fact  that  the  bondholder  does  bear  the  risk  of  a  decline  in  the 
purchasing  power  of  his  income  and  principal.  Both  are  defined  in 
the  contract  with  the  corporation  in  terms  of  dollars  ;  if  the  general 
level  of  prices  should  rise  the  bondholder's  command  of  com- 
modities would  decline.  The  shareholder,  either  by  an  increase  in 
the  dividend  rate  or  through  an  appreciation  in  the  market  value 
of  his  securities,  may  be  left  in  a  financial  position  substantially 
unaltered  or  even  improved.  By  the  same  token,  the  bondholder 
stands  to  gain  from  a  fall  in  the  general  level  of  prices.  The  stock- 
holder gambles  more  than  the  bondholder  on  the  success  of  the 
enterprise.     The  bondholder  gambles  on  the  price  level. 

The  property  account  of  a  corporation.  ]\Iany  of  the  features  of 
fundamental  importance  in  connection  with  the  corporation  can  be 
illustrated  to  best  advantage  by  the  use  of  a  simple  property 
account,  or  balance  sheet.    A  property  account  is  a  record,  as  of  a 
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particular  time,  of  a  real  or  fictitious  person's  assets  and  liabilities 
and  of  the  relationship  between  them.     Assets  consist  of  wealtj^ 

and  prnpETtv  ritrht^  ftaaJBid-atJiPr  free,  ppr^np^  nnri   ttimV  lYfaJtb  ; 

a  person's  liability  is  a  property  right  of  another  apfainstt  him  or  h]<i 
wealth.  Thus  if  A  owns  a  house,  it  appears  on  the  asset  side  of 
his  account;  his  promissory  note  to  B  for  S500  appears  on  the 
liability  side  of  his  account  and  on  the  asset  side  of  B's  account. 
Referring  to  our  former  example  we  will  assume  that  the  Steel 
Manufacturing  Company  has  been  incorporated  with  a  capital 
stock  of  §1,000,000,  all  of  which  has  been  paid  for  in  cash.  The 
property  account  would  then  appear  as  follows : 

Statement  of  Steel  Manxjfactubing  Corporation 
July  27,  1919 
Assets  Liabilities 

Cash  $1,000,000  Capital  Stock  $1,000,000 

Capital  stock  appears  as  a  liability  since  the  corporation  is  consid- 
ered as  a  distinct  entity,  and  its  capital  stock  represents  rights 
which  the  owners  have  against  this  artificial  person.  The  cash 
appears  as  an  asset,  since  the  corporation  owns  it. 

Now  let  us  assume  that  the  corporation  markets  $500,000 
worth  of  its  bonds,  and  spends  SI, 200,000  for  plant,  including 
machinery,  etc.     Its  balance  sheet  would  then  read  : 

Statement  of  Steel  Manufacturing  Corporation 
July  31,  1919 

Assets  Liabilities 

Plant                                   $1,200,000  Bonds                                 $    500,000 

Cash                                       300,000  Capital  Stock                      1,000,000 

$1,500,000  $1,500,000 

We  have  nf>w  two  typps  r>f  h'fl,^jh>ies  —  the  capital  g^^^|^,  wKir.!.  j^ 
a  property  right  of  the  owners,  and  the  bonds,  which  are  property 
rights  of  outsiders. 

During  the  next  ten  years  the  plant  is  in  operation  making  and 
selling  the  goods  for  which  it  was  built.  It  has  sold  some  of  its 
goods  and  has  purchased  some  of  its  raw  materials  on  credit ;  it  has 
on  hand  a  supply  of  materials  of  various  kinds,  raw  and  finished, 
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and  it  has  increased  its  investment  in  the  plant.  Furthermore  the 
years  have  been  profitable,  and  we  find  this  reflected  in  the  balance 
sheet  of  July  31,  1929. 

Statement  of  Steel  Manufacturing  Corporation 
July  31,  1929 


Assets 

Liabilities 

Plant 

$1,800,000 

Bonds                                $    500,000 

Raw  Materials 

100,000 

Interest  due  Bondholders        30,000 

Finished  Goods 

150,000 

Accounts  Payable                     60,000 

Accounts  Receivable 

75,000 

Notes  Payable                          50,000 

Notes  Receivable 

25,000 

Capital  Stock                       1,000,000 

Cash 

102,560 

Surplus                                    500,000 
Undivided  Profits                  112,560 

$2,252,560 

$2,252,560 

Many  of  the  items  on  this  balance  sheet  need  explanation. 
The  items  "  accounts  receivable  "  and  "  notes  receivable  "  among 
the  assets  are  property  rights  which  the  corporation  has  against 
other  persons  and  which  are  evidenced  respectively  by  entries  on 
the  books  of  the  corporation  and  by  promissory  notes.  Pre- 
sumably they  arose  from  the  sale  of  goods.  The  corresponding 
items  among  the  liabilities  refer  to  similar  obligations  to  others  on 
the  part  of  the  corporation. 

The  other  two  items  which  need  explanation  are  surplus  and 
undivided  profits.  It  will  be  noted  that  our  assets  total  $2,252,560, 
and  that  there  are  claims  against  the  assets  on  the  part  of  outsiders 
of  $640,000  (bonds,  interest  due,  accounts  and  notes  payable)  and 
on  the  part  of  the  shareholders  of  $1,000,000.  If  we  subtract  the 
sum  of  these  amounts  ($1,640,000)  from  the  total  assets  we  have 
left  $612,560,  which  must  evidently  represent  the  net  increase  in 
the  value  of  the  assets  since  our  last  statement.  This  increase 
in  the  value  of  the  assets  belongs  to  the  shareholders.  The  cor- 
poration is  a  fictitious  person  and  as  such  can  never  have  assets 
greater  than  its  liabilities  ;  they  must  always  balance.  To  indicate 
the  growth  in  the  value  of  the  stockowners'  holdings  we  might 
possibly  add  the  $612,560  to  the  capital  stock,  but  it  is  desirable 
to  leave  this  item  intact,  in  part  to  show  the  amount  of  the  original 
investment,  and  partly  for  technical  reasons.     These   two  new 
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items  are   therefore   introduced  to  represent  the  growth  in  the 
owners'  share  in  the  assets  of  the  corporation. 

The  only  distinction  between  surpkis  and  uiuli-vided  profits  is 
that  which  is  dictated  l)y  convenience.  Surplus  is  kept  at  a  round 
figure  and  usually  represents  a  reinvestment  in  the  business; 
undivided  profits  are  not  definitely  committed  to  any  use  but  are 
generally  considered  as  available  for  the  pajinent  of  dividends,  and 
their  amount  varies  as  profits  are  earned  and  paid  out  or  losses 
suffered. 

The  capital  stock,  surplus,  and  undivided  profits  added  together 
represent  the  ownerst'  p.guity  in  *^'^  ^f^^p^^ofip^T^  or  fhp  npf  wnHh 
of  the  corporatiuii  lu  the  uvvncii^.'^  The  net  worth  may  always  be 
found  by  subtracting  the  liabilities  to  all  others  than  the  owners 
from  the  total  of  the  assets.  The  reader  will  observe  that,  in  any 
property  account  or-baiance  sheet,  the  a-^-ct  >id(^  i-  a  li^t  of  prop- 
erty riirht>  agaiii-t  wealth  and  pcr-du-,  whereas  the.  liability  side 
shows  to  whom  tlie>e  property  rights  as  a  whole  belong.  The 
liabihty  side  is  tiiu-  a  ncord  of  proprietorship. 
"""Losses  and  insolvency.  The  n  lati(iii>hip  between  these  items 
representing  ownership  may  perhaps  be  made  more  vivid  by  taking 
a  case  of  declining  assets.  Referring  again  to  the  last  statement, 
on  page  106,  let  us  suppose  that  a  note  for  $10,000  proves  to  be 
uncollectible,  making  it  necessary  to  reduce  the  notes  receivable 
and  the  total  assets  by  SIO.OOO.  Losses  fall  first  upon  the  owners  of 
the  business,  and  we  will  therefore  reduce  the  undivided  profits  by 
S10,000  to  make  the  two  sides  balance.  A  fire  occurs  and  wipes 
out  the  plant  entirely,  causing  a  loss  of  $500,000  not  covered  by 
insurance.  Again  the  total  assets  will  be  decreased  by  S500,000, 
the  8102,560  still  remaining  in  undivided  profits  will  be  wiped  out, 

1  The  word  "capital"  is  a  much  abused  term,  used  in  various  senses  which  have 
become  so  entrenched  in  popular  and  even  scientific  language  that  we  unfortunately 
cannot  restrict  it  to  one  meaning  without  too  violent  a  break  with  common  usage. 
We  have  already  defined  capital  as  one  of  the  factors  of  production  (See  Chapter 
II).  We  must  now  note  that  the  term  capital  may  be  used  also  to  designate  what 
is  m  the  text  called  the  "net  worth"  of  a  corporation  or  of  a  partnership  or  individ- 
ual. This  should  always  be  distinguished  from  the  "capital  stock"  when  it  is  not 
the  same  as  the  net  worth.  And  finally  we  may  use  the  same  overworked  term  to 
designate  all  the  resources  at  the  disposal  of  a  business  enterprise,  incorporated  or 
not ;  that  is,  the  total  assets. 
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and  surplus  will  be  reduced  by  S397,440,   thus  balancing  the 
account. 

Losses  can  continue  to  occur  without  affecting  the  outside  credi- 
tors' position  until  the  point  is  reached  where  capital  stock,  sur- 
plus, and  undivided  profits  have  been  wiped  out  entirely.  When 
that  point  is  passed  the  corporation  is  said  to  be  insplvfmt.  In 
precise  terms  a  corporation  is  insolvent  when  its  assets  are  less  than 
its  liabihties  to  others  than  the  owners.  When  the  assets  are 
greater  than  the  liabilities  to  outsiders  the  corporation  is  solvent ; 
when  they  are  just  equal  to  the  liabilities  to  the  outsiders,  the 
corporation  is  said  to  be  on  the  margin  of  insolvency. 

The  value  of  stock.  It  has  been  customary  to  assign  a  definite 
value  to  each  share  of  stock  and  to  engrave  this  value  on  the  stock 
certificate.  This  value  is  known  as  the  yar  value,  and  the  par 
value,  multiplied  by  the  number  of  shares  outstanding,  gives  the 
figure  at  which  the  capital  stock  is  carried  on  the  books  of  the 
corporation.  While  there  are  certain  conveniences  which  attach 
to  this  custom,  it  has  tended  to  confuse  certain  investors  and  others 
as  to  the  true  worth  of  a  share  of  stock  as  reflected  in  either  its 
actual  or  potential  earning  capacity.  Tfl  engrave  on  a^ertificate ^f 
stock  the  words  "  Shares,  SlOO  each  "  may  be  but  the  expression  of 
a  pious  hope  ;  the  shares  may  be  worth  no  more  than  the  paper  on 
which  they  are  printed,  or  they  may  be  worth  much  more  than 
$100  per  share. 

A  more  reliable  index  of  real  worth  than  par  value  is  found  in  the 
hook  value,  which  erives  the  accountant's  view  of  the  value  of  each 
sj^iare  of  stock.  Tlii.~  i-  ca.-^ily  obtained  by  taking  the  value  of  the 
owners'  equity  and  dividing  it  by  the  number  of  shares.  According 
to  the  last  balance  sheet  above  the  owners'  equity  was  $1,612,- 
560,  and  there  were  10,000  shares  outstanding;  each  share  must 
then  have  a  book  value  of  $161,256.  The  book  value  fluctuates 
with  the  increase  or  decrease  in  the  owners'  equity ;  large  earnings 
swell  surplus  and  undivided  profits  and  send  the  book  value  up, 
while  losses,  which  of  course  must  be  borne  by  the  owners,  decrease 
the  surplus  and  undivided  profits  and  cause  book  value  to 
decrease. 
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The  book  value  will  represent  the  real  value  of  stock  to  the  extent 
that  the  accountant's  estimate  of  the  value  of  the  assets  is  correct. 
In  some  items  there  can  be  no  possibility  of  error ;  if  there  is 
cash  on  hand  or  deposits  in  the  banks  the  accountant  has  no 
latitude.  But  in  determining  the  figures  at  which  the  plant  shall 
be  carried  in  the  statement  and  in  estimating  the  proportion  of  bills 
and  notes  receivable  which  are  uncollectible..th£i£-ia  r.oom  foj-con.-..- 
siderable  error.  Tj]e  conservative  accountant  has  a  tendency  to 
undervalue  the  assets  in  order  to  be  on  the  safe  side ;  he  may  carry 
the  real  estate  at  the  same  figufe  for  ten  j^ears  cff  moFe,  even 
(hough  real  estate  valuer  in  general  Ij^ve  increased  greatly.  On 
the  other  hand  the  fly-by-night  concern  may  greatly  overvalue  the 
assets  in  the  attempt  to  bolster  up  the  selling  price  of  its  stock,  or 
to  improve  its  credit  standing,  or  possibly  to  conceal  transactions 
which  have  "  milked  "  the  corporation  for  the  benefit  of  insiders. 
The  book  value  of  a  share  of  stock,  though  in  general  much  more 
significant  than  the  par  value,  may  be  considerabl}'  greater  or 
much  less  than  the  real^value. 

A  third  estimate  of  the  vahic  of  a  sliarc  of  stock  is  its  market 
value,  the  selling  prjce  oi_the.  share  in  the  open  market.  This  is 
based  on  the  estimate  of  the  dealers  in  the  market  of  the  earning 
power  of  the  corporation.  Ij  there  is  an  active  market  for  the 
stock  of  a  particular  corixtration,  enough  interest  wilfte  manifested 
by  investors  and  professional  traders  in  the  affairs  of  the  corpora- 
tion so  that  the  market  value,  aside  from  temporary  speculative 
fluctuation  in  either  direction,  ina.\-  be  taken  as  a  fairly  trustworthy 
indication  of  its  true  value.  It  represents  the  appraisal  of  those 
who  may  be  presumed  most  competent  to  judge. 

Interest  payments  and  dividends.  We  have  already  stated  that 
the  gayment  of  interest  on  })onds  is  a  part  of  the  contractual 
relation  between  the  corporation  and  the  bondholder.  11  we 
assume  the  interest  rate  in  our  example  above  to  be  six  per  cent  per 
annum,  payable  annually,  the  corporation  evidently  has  a  yearly 
charge  of  $30,000  to  meet.  The  pa\'ment  of  $30.000  for  this  pur- 
pose would  change  our  ])alaiK'e  slicct  as  follows  :  (1)  oa^li  would  be 
decreased  by  $30.000,  and  (2)  the  item  "  interest  due  bondholders  ' ' 


110  ELEMENTARY   ECONOMICS 

would  be  wiped  out  entirely.^  A  simultaneous  and  equal  change 
in  both  assets  and  liabilities  leaves  the  totals  equal,  and  no  further 
change  in  the  statement  is  required.  Let  us  assume  further  that 
the  directors  decide  to  pay  a  five  per  cent  dividend  to  the  stock- 
holders. This  means  five  per  cent  on  the  capital  stock,  which  is^ 
$50,000,  or  So  per  share  of  stocks  Cash  would  be  decreased  by 
$50,000,  and  undivided  profits  would  be  similarly  decreased.  The 
owners'  equity  is  reduced  to  $1,562,500,  and  if  we  calculate  the 
book  value  of  each  share  of  stock  we  will  see  that  it  is  now  S156.256 
{i.e.,  $1,562,560  divided  by  10,000) ;  inj)ther  \yords  it  has^decre^Lsed- 
by  precisely  the  amount  paid  in  dividends  on  each  share  of  stock. 

Stock  dividends.  Suppose  the  Steel  IVIanufacturing  Corpora- 
tion decides  to  declare  a  stock  dividend  of  fifty  per  cent.  Each 
shareholder  will  receive  half  as  many  shares  as  he  now  possesses. 
A,  who  owns  5,000  shares,  will  receive  2,.")()0,  and  the  other  share- 
holders in  proportion.  It  is  quite  evident  that  this  does  not 
disturb  the  assets  in  the  slightest ;  so  far  as  our  statement  is  con- 
cerned all  the  changes  will  be  among  the  liabilities.  Capital  stock 
will  be  increased  to  .SK^OIMWK)  and  the  sur})Iu>  of  8500,000  will  be 
wiped^iit  entirg.b'-  Xli^  "^^  worth  of  the  business  is  not  altered, 
but  the  book  value  of  each  share  of  stock  is  decreased,  for^now  we 
divide  the  net  worth  bv  15,000  instead  of  by  10,00p. 

It  is  quite  evident  that  the  position  of  the  stockholders  has  not 
changed  at  all  so  far  as  their  claims  upon  the  assets  of  the  corpora- 
tion are  concerned.  The  5,000  shares  which  A  owned  had  a  book 
value  before  the  stock  dividend  of  S161.256  per  share,  or  a  total 
value  of  $806,280 ;  now  he  holds  7,500  shares,  each  having  a  book 
value  of  $107,504,  or  a  total  value  of  8806,280.  The  book  value  per 
share  of  stock  has  declined,  but  the  total  book  value  is  not  affected. 
In  fact  the  stock  dividend,  except  in  a  figurative  sense,  is  not  a 
dividend  at  all,  but  merely  a  transfer  from  surplus  to  capital 
stock. 

1  From  the  fact  that  the  item  "interest  due  bondholders"  in  the  statement  of 
July  31,  1929,  is  S30,000,  the  exact  amount  of  the  annual  interest  charge,  M^e  infer 
that  this  is  the  date  on  which  the  annual  payment  of  interest  is  due.  On  any  other 
date  this  item  will  be  something  less.  Immediately  after  the  payment,  it  is  zero, 
as  stated  in  the  text;  thereafter  it  increases  gradually,  as  the  liability  "accrues," 
until  it  again  reaches  $30,000  on  the  date  when  payment  is  due  one  year  later. 
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Since  the  stock  dividend  makes  no  change  in  the  position  of  the 
stockholder  with  respect  to  the  corporation^  it  may  be  asked  what 
purpose  it  can  serve.  Without  attempting  a  complete  answer,  the 
two  most  common  purposes  may  be  cited.  In  the  first  place  it  may 
happen  that  the  market  value  of  the  stock  is  so  far  in  advance  of 
the  par  value  that  a  sliare  of  stock  is  less  easily  traded  in.  Five 
shares  which  sell  for  $100  each  are  much  more  convenient  than  one 
share  which  jells  for  |500.  .^.  The  stock  dividend  may  then  be  re- 
sorted to  in  order  to  increase  the  number  of  the  shares  and  lower  the 
value  of  each.  But  the  chief  motive  is  probably  to  avoid  the 
appearance  of  unusually  high  profits  and  high  (li\i(lend  Ta^p^s 
Ajjivideiid  of  MO  jht  cciit  on  a  capital  stock  of  $1,000,000  is  no- 
greater  than  a  (iixidcnd  of  15  per  cent  on  a  capital  stock  of 
$2,000,000,  but  it  scenic  greater;  the  former  may  attract  con- 
siderable notoriety,  lead  to  the  suspicion  of  monopoly,  and  invite 
competition,  while  the  other  passes  by  without  exciting  com- 
ipent. 

Watered  stock.  Stock  is^said  to  be  "  watered  "  when  the 
corporation  issuing  it  has  not  receix cd  full  value  for  it.  There  are 
several  different  ways  of  watering  the  stock.  One  of  the  mast, 
common  is  to  issue  stock  in  payment  for  property  or  services  which 
are  overvalued.  This  may  be  done  innocently  and  in  good  faith,  or 
it  may  be  done  with  intent  to  defraud.  Suppose  that  $100,000 
worth  of  stock,  par  value  $100  per  share,  is  sold  to  investors  for 
cash,  and  that  another  block  of  SKX),000  is  given  in  payment  for  a 
tract  of  land  which,  at  the  most  liberal  estimate,  is  worth  notjaaore 
than  $50,000.  Xhe^statement  would  show  a>>ets  of  $200,000  and 
liabilities  of  $200,000^  and  the"I:)Ook  value  of  each  share  wt)uld  be 
|100.  A  true  record  on  the  books  of  the  corporation  of  the  value 
of^the  assets  would  however  record  them  as  worth  $150,000  and 
would  thus  show  a  book  value  of  only  $75  per  share.  A  stock 
dividend  without  a  sufficient  surplus  to  justify  it  is  a  form  of 
stock  watering.  In  our  example  above  a  stock  dividend  of  a  mil- 
lion dollars  could  have  been  declared  only  by  raising  the  recorded 
value  of  the  assets  by  $387,440. 

The  essence  of  stock  watering  is  overvaluation  of  the  assets  of  the 
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corporation,  and  it  may  be  resorted  to  for  any  of  the  purposes  stated 
in  a  previous  paragraph  deaUng  with  book  value.  Like  the  legiti- 
mate  stock  dividend,  its  purpose  may  be  to  conceal  large  profits^ 
though  in  this  case  it  really  conceals  them  instead  of  merely 
avoiding  an  appearance  of  high  profits.  Whatever  its  purpose, 
stock  watering  involves  falsification  of  accounts  and  carries  at  least 
thej)resumption  of  dishonest  intent.  Stock  watering  is  always, 
and  particularly  in  the  case  of  a  public  utility  such  as  a  railroad  or 
a  gas  company  which  may  receive  an  exclusive  grant  to  operate  in  a 
particular  territory,  against  the  public  interest.  The  public  has 
the  right  to  know  the  true  value  of  the  corporation's  assets  and  the 
rate  of  its  profits  and  whether  the  prices  paid  for  its  services  are 
enabling  the  company  to  earn  exorbitant  profits. 

The  income  account.  The  balance  sheet  or  property  account  of 
a  corporation  shows  the  condition  of  business  at  a  given  l[nsfairr 
of  time,  but  it  does  not  give  all  the  information  that  may  be  re- 
quired regarding  the  condition  of  the  business.  Even  a  compari- 
son of  two  such  accounts  for  successive  years,  while  more  informing 
than  a  single  balance  sheet,  does  not  tell  the  whole  story.  It  does 
indeed  show  the  changes  in  the  various  items  in  the  balance  sheet 
and  it  may  record  the  profitableness  of  the  business,  but  it  does  not 
tell  us  how  the  changes  have  come  about,  nor  what  has  occasioned 
the  profits  or  the  losses.  To  complete  the  picture  we  nni-t  have 
another  account,  called  the  Income  Account  or  the  Profit  and  Loss 
Statement,  which  gives  in  condensed  form  the  history  of  the  oper- 
ations of  the  bu^iuass.m'er-  the., accounting. period  in  question. 

Tn  order  to  illustrate  the  content,  form,  and  meaning  of  a  typical 
Profit  and  Loss  Statement,  let  us  assume  that  the  City  Grocery 
Company  is  dealing  in  eggs  solely.  On  January  1st  it  had  on  hand 
eggs  which  cost  it  $40,000.  During  the  year  it  purchased  eggs 
costing  $171,200,  and  it  paid  out  in  freight  and  cartage  $3,100  to 
bring  these  eggs  to  its  warehouses.  Its  sales  of  eggs  amounted 
to  $215,000,  and  at  the  close  of  the  year  it  had  on  hand  eggs  which 
had  cost  $42,000.  Tabulating  these  figures  we  can  get  our  first 
approximation  of  the  operating  profit  of  the  business  for  the  year, 
or  the  gross  profit. 
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Net  Sales  $215,000 

Deduct :  Cost  of  Goods  Sold 

Inventory  Jan.  1,  1929  S40,000 

Purchases  171,200 

Freight  &  Cartage  Inward  3,100 

$214,300 
Less:   Inventory  Dec.  31,  1929  42,300 

Cost  of  Goods  Sold  172,000 

Gross  Profit  $43,000 

If  the  gross  profit  obtained  by  deducting  from  net  sales  the  cost, 
of  the  goods  sold  were  the  final  net  profit  actually  earned,  business 
would  be  c()ni])ar;iti\(ly  simple.  Actually,  however,  pressure  must 
be  exerted  to  keep  the  merchandise  moving  from  the  warehouse  to 
the  consumer.  Expenditures  for  advertising,  sg^lesmen's  salaries, 
commissions  and  the  maintenance  of  a  delivery  service  are  neces- 
sary.  Expenditures  of  thisTypeliffe'  classifipH  as  Spllmy  Fyppng^g 
and  must  be  deducted  from  gross  profit.  They  cannot  be  included 
in  the  cost  of  goods  sold  because,  for  the  most  part,  they  do  not 
relate  to  any  particular  sale.  Commissions  could  conceivably  be 
deducted  from  selling  prices  but  convenience  and  uniformity 
demand  that  they  be  grouped  with  the  other  selling  expenses. 

In  peeking  the  final  net  profit  from  operation  it  is  also  necessary 
to  take  into  account  another  major  group  of  expenses  known  as 
General  and  Administrative  Expense.  Every  business  organiza- 
tion must  pay  salaries  to  its  executives  and  to  the  office  employees 
who  keep  the  books  and  accounts,  send  out  monthly  statements, 
make  collections,  adjust  complaints,  supervise  the  purchasing  of 
merchandise,  etc.  Office  supplies  of  all  kinds  are  consumed. 
Morever,  provision  musf ^  made  for  warehouses,  offices,  show 
rooms,  etc.,  with  all  the  necessary  equipment,  and  depreciation 
on  all  these  assets  must  be  treated  a^  an  expense.  Characteristic  of 
these  expenses  is  the  fact  that  they  relate  almost  entirely  to  periods 
of  time  rather  than  to  the  volume  of  sales,  Peprpeintinn  np(^]iri: 
and  rent  and  taxes  accrue  at  a  uniform  rate  whether  sales  be  large 
or  small.  Deducting  selling  expense  and  general  administrative 
expense  from  gross  gives  net  profit  from  operation  or  net  profit  on 
sales. 
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Logically  the  profit  and  loss  statement  should  stop  at  this  point 
but  in  every  business  there  are  incidental  gains  and  losses  usually 
financial  in  character  and  not  a  part  of  the  principal  business  of  the 
corporation.  Space  may  be  leased  to  an  outside  tenant,  interest 
received  on  investments,  discounts  earned  or  given,  and  the  like. 
For  want  of  a  better  title  such  income  is  called  Other  Income  and 
such  expenses  OtJier  Expense.  Adjusting  the  net  operating  profit 
for  these  additional  items  gives  the  Net  Profit  for  the  year. 

The  Profit  and  Loss  Statement  of  the  City  Grocery  Company  can 
now  be  presented  in  the  usual  form  and  its  meaning  should  be  clear. 
Note  that  in  the  first  part  (the  trading  section  through  gross  profit) 
the  figures  depend  upon  the  volume  of  merchandise  handled  while 
in  the  remaining  sections  the  figures  are  chiefly  in  proportion  to 
the  passing  of  time. 

Profit  and  Loss  Statement 

City  Grocery  Company 

(For  the  year  ending  December  31,  1929) 

Net  Sales S215,000 

Deduct :  Cost  of  Goods  Sold : 

Inventory  Jan.  1,  1929 $40,000 

Purchases 171,200 

Freight  &  Cartage  Inward 3,100 

$214,300 

Less:  Inventory  Dec.  31,  1929 42,300 

Cost  of  Goods  Sold 172,000 

Gross  Profit $43,000 

Selling  Expenses : 

Advertising $5,000 

Salesmen's  Salaries 10,000 

Delivery  Expense 3,000  $18,000 

General  &  Administrative  Expense: 

Salaries $11,200 

Office  Expense 3,240 

General  Expense 2,000 

Depreciation 1,500 

Taxes 800         $18,740  $36,740 

Net  Operating  Profit $6,260 

Add:  Other  Income: 

Interest  Earned $300 

Rental  Income _240  540 

$6,800 
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Deduct :  Other  Expense : 

Interest  Paid $1,100 

Loss  on  Sale  of  Real  Estate 700  1,800 

Net  Profit  for  the  Year $5,000 

Appropriation  of  Net  Profit 

Dividends  Declared $3,000 

Carried  to  Undivided  Profits 2,000 

Total  Net  Profit $5.000 

A  comparative  balance  sheet  for  the  beginning  and  ending  of 
the  account  period  is  given  below  : 

CoMPARATi\'E  Balance  Sheet 
of  the  City  Grocery  Company 

(As  of  the  close  of  business  December  31,  1928  and  December  31,  1929) 

Dec.  31,  Dec.  81, 

Assets                                     ''''  '^'^ 

Cash                                                                      $5,000  $4,200 

Accounts  Receivable                                          30,000  32,500 

Inventory                                                              40,000  42,300 

Fixed  Assets                                                         25,000  31,000 

$100,000  $110.000 

Liabilities 

Accounts  Payable                                              $26,500  $34,500 

Mortgage  Payable                                                10,000  10,000 

Capital  Stock                                                       50,000  50,000 

Surplus                                                                  10,000  10,000 

Undivided  Profits                                                3,500  5,500 

$100,000  $110,000 


From  this  we  see  that  the_net  worth  of  the  business  has  increased 
by  $2j000,  but  the  balance  sheet  does  not  show  us  what  brought 
this  about.  Nor  does  it  teU  us  that  S:'), •)(>()  was  earned,  declared, 
and  paid  out  in  the  form  of  cash  dividends,  for  this  and  other 
facts  we  must  have  recourse  to  the  income  account.  Neither  the 
balance  sheet  nor  the  income  account  by  itself  is  sufficient ;  to- 
gether they  show  us  in  what  respects  the  business  has  changed 
and  what  has  caused  these  changes. 

The  corporation  as  a  factor  in  modem  economic  life.  The  utility 
of  the  corporate  form  in  modern  business  manifests  itself  chiefly 
through  its  influence  in  dhecting  the  savings  of  multitudes  of 
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people  into  the  hands  of  business  men.  The  hmitation  of  liabihty 
in  the  case  of  insolvency  has  made  investment  in  corporate  stocks 
very  attractive  and  has  been  an  important  means  of  gathering  in 
savings  from  diverse  sources.  Formerly  an  investor  had  to  assume 
risks  all  out  of  proportion  to  his  knowledge  of  the  particular  busi- 
ness, and  hoarding  was  often  the  only  practical  way  open  to  the 
small  investor  to  conserve  his  wealth  for  future  use.  Today  he 
can  invest  directly  in  corporate  securities  or  indirectly  through 
the  medium  of  savings  banks  and  insurance  companies. 

The  small  denominations  in  which  shares  of  stock  and  bonds  are 
issued  and  the  ease  with  which  they  may  be  transferred  facilitate 
investment  in  corporate  securities.  One  or  two  or  three  men  may 
shun  an  unproved  but  attractive  venture,  whereas  a  thousand  men 
acting  together  may  be  drawn  to  it,  for  each  one  knows  that  his 
stake  in  the  enterprise  will  not  cripple  him  financially  even  if  it  be 
entirely  lost.  He  knows  further  that  as  a  rule  he  may  sell  his 
interest  at  any  time  he  chooses  to  one  whose  faith  is  greater  and 
thus  withdraw  before  suffering  the  total  loss  of  his  investment. 
Advance  in  industry  and  commerce  is  conditioned  upon  the  taking 
of  risk,  and  any  device  which  so  divides  and  scatters  the  risk  as  to 
make  it  less  burdensome  to  the  individual  will  in  the  long  run  be  an 
aid  to  production. 

The  ease  with  which  a  corporation  engaged  in  a  legitimate  line  of 
business  can  secure  capital  leads  to  large  scale  production,  the 
further  division  of  labor,  greater  specialization  in  production,  and 
therefore  to  the  possibility  of  a  greater  flow  of  goods  at  a  lower 
labor  cost.  We  think  of  large  scale  production  as  the  result  of  the 
Industrial  Revolution  and  the  introduction  of  factory  methods  of 
production,  and  it  is  true  that  large  scale  production  is  possible 
without  the  corporate  form  of  organization,  but  it  must  be  admitted 
that  the  corporation  has  been  a  factor  of  no  small  significance  in  its 
development. 

Although  the  corporate  form  of  organization  lias  stimulated 
capital  accumulation  and  has  promoted  the  economical  use  of  the 
resources  of  society,  it  has  also  created  special  problems  of  some 
importance.    The  delegation  of  the  management  of  a  business  roay 
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not^esul^in  the  most  effirient  mRna.gpjnejii — An  indtvkiitat,  run- 
ning his  own  business  and  with  his  own  funds  invested  in  it,  has 
the  most  effective  stimulus  to  try  to  secure  as  large  a  profit  as 
possible. .  Inj^orporatinn  the  management  may  he,  .salisfiad  with 
modest  profits  —  enough  to  pay  the  customary  dividends  on  the 
common  and  preferred  stocks  —  and  therefore  not  strive  to  attain 
those  economies  which  might  make  larger  profits  obtainable. 

The  corporation,  with  its  transferable  shares  of  stock,  facilitates 
the  concentration  of  financial  power  in  the  hands  of  a  single 
individual  or  of  a  group  of  individuals  and  therefore  may  lead  to  the 
use  of  financial  power  for  the  oppression  of  competitors  and  the 
attainment  of  a  position  of  monopoly.  It  is  indeed  difficult  to  see 
how  a  monopolistic  control  in  any  large  industry  could  be  built  up 
on  the  basis  of  individual  proprietorships  or  partnerships.  The 
expense  of  securing  the  controlling  interest  in  partnerships  and  the 
difficulties  which  would  ensue  on  the  death  of  the  individual 
proprietor  or  a  partner  seem  almost  insuperable  to  the  attainment 
of  this  object.  In  contrast  with  this  there  is  the  ease  of  transfer- 
ring shares  of  stock  in  the  corporation,  the  possibility  of  obtaining 
control  of  the  corporation  by  the  control  of  a  part  of  the  out- 
standing voting  stock,  and  the  longer  life  of  the  corporation.  One 
is  led  to  the  conclusion  that  the  monopolies  of  the  modern  era  have 
depended  in  large  measure  on  the  corporate  form  of  organization 
and  is  not  surprised  to  find  that  the  monopolies  which  the  United 
States  Government  has  seen  fit  to  regulate  or  suppress  have  utilized 
the  corporate  form  in  one  way  or  another. 

Marketing  corporate  securities.  The  social  service  which  cor- 
porations render  in  facilitating  investment  would  be  seriously 
impaired  if  they  did  not  have  the  assistance  of  a  multitude  of 
specialized  banking  houses,  investment  brokers,  and  other  middle- 
men between  them  and  the  investing  public. 

The  services  of  the  middleman  are  not  always  required.  Many  a 
corporation  has  a  very  small. capitalization  and  does  not  try  to 
interest  the  ])ul)lic  in  its  stock ;  the  small  group  of  men  who  have 
organized  thv  corporation  and  wlio  expect  to  become  its  responsible 
officers  sul)scrii)e  fc  r  the  whole  issue.     Other  companies  are  local 
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in  character  and  are  able  to  appeal  to  local  investors  without  the 
assistance  of  middlemen.  Even  in  some  large  concerns  the  owner- 
ship of  the  stock  is  concentrated  in  a  few  hands ;  the  stock  of  the 
Ford  Motor  Company  is  held  entirely  by  the  members  of  the  Ford 
family.  Yet  in  most  large  corporations  there  is  a  wide  distribution 
of  ownership  —  there  are  for  example^J^4j^243-  registered  owners  of 
shares  of  stock  in  the  United  States  Steel  Corporation  —  and  a 
company  with  a  capitalization  of  several  millions  is  fcequfintbLioa 
large  to  be  financed  either  by  a  group  of  individuals  or  by  a  small 
community.  An  appeal  must  be  made  to  a  wider  public,  and  bond 
houses  and  investment  bankers,  as  well  as  the  brokerage  houses  and 
the  stock  exchanges,  exist  to  carry  that  appeal  to  the  investing 
public. 

Selling  stocks  and  bonds  is  a  type  of  merchandising,  a  highly 
specialized  type,  in  which  a  detailed  knowledge  of  the  goods  to  be 
sold  and  a  wide  acquaintance  among  buyers  are  prerequisites  for 
success.  Tlie  r()rj)(iraTinn  ha>  neither  the  organization  for  selling 
its  securities,  nor  the  knowledge  of  the  market  which  is  desirable. 
True,  it  could  install  a  security  sales  department.  Imt  the  occasions 
when  it  has  securities  to  sell  are  rare  ;  i.e.,  when  the  corporation  is 
formed  or  when  new  issues  are  floated  to  secure  additional  capital. 
The  financial  middlemen  are  constantly  dealing  in  a  wide  range  of 
securities,  are  in  connection  with  investors  all  over  the  country, 
and  can  handle  the  whole  business  more  cheaply  than  the  corpora- 
tion itself,  itjnay  take  the  corporation  a  longer  time  to  sell  its 
securities,  and,  since  it  presumably  needs  the  funds  at  once,  this 
may  decide  it  to  put  the  matter  in  the  hands  of  bankers  who  will 
agree  to  hand_over_a  certain  suEo^of  money  by  a  certain  date. 
Furthermore  if  the  corporation  experiences  any  difficulty  in  dis- 
posing of  its  securities,  it  may  acquire  a  bad  name  which  will 
militate  against  success  in  marketing  future  issues. 

Underwriting.  We  have  not  the  space,  nor  is  it  properly  a 
function  of  an  elementary  text  in  economics,  to  discuss  in  detail  the 
types  of  investment  houses  and  the  special  functions  of  each  t\'pe. 
We  must  treat  the  subject  in  a  ver>'  broad  way  and  shall  use  the 
terms  "  investment  houses  "  and  "  investment 
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way  to  include  all  the  houses  which  assist  in  selling  securities  to  the 
public.  Let  us  understand  clearly  however  that  the  investment 
houses  do  not  them.-tl\  e-  invest  in  the  stocks  and  bonds  which  they 
carry  unless  circumstanceii  compel  it.  They  are  middlemen,  inter- 
vening between  the  corporation  in  need  of  funds  and  the  investing 

Having  this  in  mind  we  can  proceed  to  a  brief  discussion  of  the 
way  a  large  issue  of  bonds  might  be  handled.  Let  us  assume  that  a 
corporation  has  submitted  a  report  to  a  prominent  banking  house 
which  specializes  in  financing  investments  in  industry  and  has 
satisfied  it  that  the  purpose  for  which  the  proceeds  of  the  bond  sale 
are  to  be  used  is  sound  and  likely  to  be  profitable.  There  are  sev- 
eral million  dollars  of  bonds  to  be  sold,  and  the  banking  house  is 
unwilling  to  assume  all  the  responsibility  for  their  sale.  It  there- 
fore organizes  a  syndicate  or  group  of  investment  bankers,  located 
in  the  same  city  or  in  other  cities,  which  agrees  to  underwrite  the 
sale  of  the  bonds. 

"To  undenvriteJs_lQ  insure^  and,  as  the  term  is  used  in  the^ 
financial  woHdj  underwriting^  may  be  defined  as  insuring  the  sale  of  a 
corporation's  securities  in  adm nee  of  a  public  offering. ' '  ^  ^;actically 
the"syndicate  agrees  to  take  the  issue  of  bonds  and  make^ayment 
forrt^araTspedfieiLtJJiie  and  at  a  fixed  price  per  bond.  Naturally 
Tt  expects  to  sell  the  bonds  before  the  date  when  payment  is  due, 
but  if  it  fails  to  do  so  or  if  it  fails  to  sell  the  bonds  at  the  price 
anticipated- tlie-losa.falls_on  the  ^syndicate  and  not  on  the  corpora.r_ 
tiQU-  The  assumption  of  this  risk  is  the  essential  feature  in  the 
underwriting  agreement. 

The  syndicate  expects  in  the  natural  course  of  events  to  make  a 
profit  from  handling  the  bond  issue,  and  if  it  agrees  to  pay  the 
corporation  ninety-five  dollars  per  bond,  it  may  fix  upon  ninety- 
eight  dollars  as  its  selling  price  to  the  public,  thus  leaving  it  a  com- 
mission of,  let  us  assume,  one  dollar  for  selling  and  two  dollars  for 
underv\riting  the  sale  of  each  bond. 

Each  member  of  the  syndicate  agrees  to  be  responsible  for  the 
sale  ofT'glven'pinix'rtioii  of  the  total  bond  issue  and  therefore 

*  L.  H.  Haney,  Business  Organizaiion  and  Combination,  p.  301, 


120  ELEMENTARY   ECONOMICS 

has  an  incentive  to  bring  into  play  all  of  its  own  sales  organization 
and  to  interest  the  smaller  houses  with  which  it  has  dealings.  Ad- 
vertising and  personal  solicitation  by  salesmen  play  their  part  here 
just  as  they  do  in  selling  a  particular  brand  of  coffee.  Naturally 
the  wider  the  appeal  which  is  made  to  the  public  the  greater  is  the 
chance  to  dispose  of  the  bonds  before  the  date  when  payment  has 
to  be  made  to  the  issuing  corporation.  Our  financial  organization 
is  so  closely  tied  together  that  for  the  sale  of  a  very  large  issue  of 
boxids  bond  houses  and  investment  bankers  in  almost  every  city  of 
the  United  States  can  be  interested. 

The  investment  houses  act  as  middlemen ;  they  do  not  expect  to 
tie  up  their  own  capital  in  these  securities,  but  sometimes  that  is 
unavoidable.  If  the  issue  has  not  been  sold  before  the  day  arrives 
when  the  corporation  must  be  paid,  the  syndicate  must  make 
payment  in  full,  either  from  its  own  resources  or  by  borrowing. 
The  latter  is  the  more  common  method,  for  by  pledging  the  unsold 
bonds  as  collateral  with  the  large  banks  it  can  borrow  up  to  eighty 
or  ninety  per  cent  of  their  sale  value.  At  the  same  time  the  sale  of 
bonds  goes  on,  and  as  funds  are  received  they  are  used  to  reduce 
the  amount  of  the  loan. 

There  are  other  marketing  agencies  than  the  ones  here  mentioned 
which  serve  to  bring  the  leader  of  industry  and  the  saver  together, 
and  other  means  than  the  ones  mentioned  which  may  be  used  for 
this  purpose.  Our  purpose  has  been  to  point  out  the  place  which 
the  financial  middleman  occupies  in  our  economic  organization, 
rather  than  to  describe  the  financial  organization  in  detail. 

It  should,  perhaps,  be  noted  in  passing  that  the  organization 
here  described  serves  as  well  for  the  buying  and  selling  of  securities 
already  issued  as  for  the  sale  of  new  securities. 

The  stock  exchanges.  A  discussion  of  the  marketing  of  securi- 
ties cannot  be  considered  adequate  without  mention  of  the  facilities 
offered  by  the  stock  exchanges  for  the  quick  disposal  of  stocks  and 
bonds  of  the  better  grades. 

The  New  York  Stock  Exchange,  which  we  shall  use  for  purposes 
of  illustration,  dates  back  to  1792,  when  a  few  brokers  made  an 
agreement  governing  their  relations  with  their  customers.     Itjs  a 
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voluntary  association,  with  an  authorized  membership  of  1,375) 
which  conducts  business  according  to  rules  and  regulations. adopted 
partly  in  conformity  to  legislation  and  partly  to  preserve  a  high 
code  of  business  ethics..  A  Governing  Committee  is  clothed  with 
power  to,see  that  this  code  is  adhered  to,  and  for  serious  infractions 
of  it  a  member  may  be  expelled  and  his  "  seat  "  vacated.  No  one 
not  a  member  of  the  Stock  Exchange  is  allowed  to  do  business  on  the 
floor  of  the  Exchange.  Most  of  the  members  are  brokers  and  buy 
and  sell  at  the  order  of  a  principal,  although  there  are  some  who 
trade  independently,  buying  and  selling  on  their  own  account. 

A  stockorJiDnd  must  first  be  listed  on  the  Exchange  before  it  can.=. 
be  dealt  in  on  .theL^iloor.  This  involves  an  application  by  the 
officers  of  the  corporation  concerned,  which  is  referred  to  a  com- 
mittee of  investigation,  according  to  whose  report  the  application  is 
either  approved  or  denied.  A  stock  which  is  listed  on  the  Stock 
Exchange  seems  to  the  public  to  bear  a  certain  stamp  of  approval, 
although  the  Stock  Exchange  intends  (presumably)  to  do  no  more 
than  credit  the  management  with  honest  intentions  in  the  sale  and 
disposition  of  its  stock.  It  never  guarantees  the  worth  of  the 
stock  or  bond  so  listed  or  recommends  its  purchase.  The  Illinois 
Securjtigs  Lavy^-ofJiLliLQuite  _aptly  summed  up  the  significance  to  be 
attached  to  listing,  when  it  classified  securities  which  are  dealt  in  on 
the  New  York  and  certain  other  exchanges  in  that  group  of  securi- 
ties  whose  inherent  qualities  ensure  their  sale  and  disposition 
without  fraud. 

The  stock  exchange  does  not  float  new  issues  of  stocks  and 
bonds ;  these  have  already  been  sold  before  they  are  listed  on  the 
exchange.  A  stock_exdiange  serves  as  a  place  wh£rfi. those  already 
issued  may  be  bought,  android.  Among  other  advantages  which  a 
stock  exchange  affords  the  following  are  of  particular  importance 
in  our  study.  In  the  first  place  it  provides  a  market  where  any 
quantities  of  listed  stocks  and  bonds  may  be  sold  almost  immedi- 
ately  for  cash.  This  serves  to  make  investment  in  securities 
attractive,  for  the  investor  knows  that  in  case  of  need  his  securities 
can  be  sold  at  once  or  can  serve  as  collateral  for  bank  loans  if  he  does 
not  choose  to  sell  them,  since  bankers  know  they  can  sell  them  at 
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any  time  it  is  necessary  to  protect  themselves.  And^secondlxihe 
prices  of  stocks  as  determined  on  the  exchanges  aid  in  the  direction 
of  capital  investment.  If  the  price  of  a  stock  is  consistently  high  it 
means  that  profits  in  that  industry  are  above  the  average.  When 
therefore  a  new  company  is  being  launched,  it  has  a  better  chance  to 
secure  the  capital  it  needs  through  the  sale  of  its  securities.  On 
the  other  hand  consistently  low  prices  of  a  stock  may  indicate  an 
overinvestment  in  a  particular  line,  and  those  having  funds  to 
invest  avoid  it.  Thus  the  most  profitable  and  probably  the  most 
economical  investment  of  savings  is  promoted. 

The  services  of  investment  bankers.  Directly  or  indirectly  a 
great  many  different  individuals  are  adding  each  year  to  the  total 
amount  of  capital  which  producers  and  others  are  using.  The 
investment  bankers  act  as  the  middlemen  in  directing  this  capital 
to  the  proper  enterprisers.  The  word  "  direct  "  is  not  used  unad- 
visedly, for  the  bankers  do  not  play  a  passive  role  by  any  means. 
The  risks  inherent  in  underwriting  make  it  necessary  for  them  to 
scrutinize  each  proposition  carefully  before  committing  themselves 
to  it.  Their  wider  information  regarding  investment  possibilities 
and  their  more  profound  knowledge  of  finance  tend  to  prevent 
misdirection  and  dissipation  of  capital.  By  refusing  to  under- 
write securities  for  corporations  in  a  line  which  is  already  over- ' 
developed  or  by  refusing  to  handle  the  issue  of  a  corporation  in 
whose  officers  they  have  no  confidence,  they  direct  the  flow  of 
capital  and  throw  the  control  of  industry  into  the  hands  of  men 
best  equipped  to  manage  it.  Doubtless  mistakes  are  inadi-,  but 
they  are  fewer  than  would  occur  were  this  function  assumed  by  the 
corporations  themselves.  Bankers  are  impelled  by  self-interest 
to  avoid  losses  and  to  safeguard  their  reputations,  to  take  an 
impartial  view  of  the  situation  as  a  whole,  and  to  use  their  best 
judgment  in  directing  the  flow  of  savings. 

The  investment  banks  and  the  allied  agencies  are  an  essential 
part  of  our  cooperative  system  and  represent  one  phase  of  the 
application  of  the  principle  of  division  of  labor.  They  have  been 
called  into  being  to  assume  burdens  which  were  becoming  too 
heavy  for  the  corporation  and  they  perform  them  in  a  more  satis- 
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factory  manner  and  more  cheaply  than  could  the  corporation.  It 
is  questionable  whether  the  astonishing  developments  in  production 
during  the  nineteenth  century  could  have  come  about  without  the 
services  of  the  banks  in  bringing  large  and  small  savings  together 
and  making  them  available  for  investment  in  Lndustiy. 

EXERCISES 

1.  .\iTange  the  following  items  in  the  form  of  a  statement  of  the  assets 
and  liabilities  of  a  corporation:  land  and  buildings,  $90,000;  capital  stock, 
$100,000;  bonds  outstanding,  $50,000;  machinery  and  equipment.  $75,000; 
Liberty  bonds.  $5,000;  cash.  $7,000;  surplus,  $60,000;  taxes  due,  $3,260; 
accounts  receivable,  $12,000;  raw  materials  on  hand,  $26,000;  finished  goods 
on  hand,  $20,000;  accounts  payable.  $15,000;  imdivided  profits,  $6,740. 

2.  There  are  1,000  shares  of  capital  stock  outstanding.  What  is  the  par 
value  of  each  share ;  the  book  value?  Xote:  In  this  and  each  of  the  foUowing 
five  exercises,  refer  to  the  original  statement  as  in  Exercise  1. 

3.  A  cash  dividend  of  six  per  cent  is  declared  and  paid  to  the  stocklxrfden. 
Make  the  necessary  changes  in  the  statement.  What  is  the  boc^  value  per 
share  of  stock  now? 

4.  The  company  declares  a  stock  dividend  of  fifty  per  cent.  Make  the 
neceasary  changes  in  the  statement.  What  is  the  new  book  value  per  share? 
Stockholder  A  held  ten  shares  of  capital  stock  before  the  stock  dividend  was 
declared.  Calculate  the  book  value  of  his  holdings  of  capital  stock  before  and 
after  the  stock  di^-idend. 

5.  A  fire  breaks  out  and  destroys  the  stock  of  raw  materials  and  the  ware- 
house, valued  at  $5,000,  in  which  they  were  stored.  These  loases  are  not 
covered  by  insurance.  Make  the  necessary  changes  in  the  statemoit.  Is  the 
company  still  solvent  ? 

6.  Make  such  changes  in  the  balance  sheet  as  would  be  neoeaeary  to  illus- 
trate stock  watering. 

7.  The  general  ledger  of  the  Bolter  and  Hammer  Hardware  Co.  contains 
the  following  income  and  expiense  accounts  with  balances  as  indicated  at 
December  31,  1929. 


Purchases 

$33,600.00 

Advertising 

250.00 

Salaries  of  office  force 

1^240.00 

Workshop  income 

110.00 

Intoest  paid 

12.5.00 

Sales  (net) 

47,375.00 

Inward  f  rei^t  and  cartage 

1,050.00 

Wages  of  sales  force 

4,650.00 

Office  supplies  and  pontage 

70.00 

Delivery  exp>en9e 

950.00 

Interest  received 

40.00 
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Rent  paid 

Miscellaneous  expenses  (general) 
Depreciation  of  store  building 
Dividends  declared 
Taxes 


1,200.00 
500.00 
130.00 

2,500.00 
559.50 


The  inventory  of  merchandise  totaled  $15,000.00  on  January  1,  1929  and 
$17,000.00  on  December  31,  1929. 

From  the  above  facts  prepare  a  profit  and  loss  statement  for  the  company 
for  the  year  ended  December  31,  1929. 


<^ 


CHAPTER  VII 
LARGE   SCALE   PRODUCTION   AND   COMBINATION 

The  growth  of  large  scale  production.  A  consequence  of  the 
Industrial  Revolution  has  been  an  increase  in  the  size  of  the  pro- 
ducing unit  as  measured  by  the  amount  of  capital  used,  the  number 
of  workers  employed,  and  the  volume  of  output.  The  table  on  the 
page  following  gives  a  statistical  view  of  this  growth  for  cotton 
manufacturing  and  for  the  boot  and  shoe  industry  in  the  United 
States  during  recent  periods.^ 

A  study  of  these  statistics  reveals  several  interesting  features. 
In  the  years  from  1859_to  1889  there  was  a  slight  decline  in  the  num- 
ber of  establishments  devoted  to  cotton  manufacturing,  while  foi: 
the  period  as  a  whole  there  was  an  increaiTof  about  fifty-five  per 
cent.  More  striking  than  the  increase  in  the  number  of  establish- 
ments is  the  fact  that  for  the  entire  period  there  was  an  increase  of 
155  per  cent  in  the  average  number  of  workers  per  establishment, 
an  inpTpasR  in  the  primary  horsepower  per  establishment  of  oyer 
8()0.£ercent,  and  an  increase  in  the  average  value  added  to  the 
product  by  manufacturing  per  establishment  of  334  per  cent. 

In  the  boot  and  shoe  industry  the  situation  is  nearly  parallel. 
In  the  half  century  following  1879  the  number  of  jvorkers  per 
establishment  increased  by  150  per  cent,  the  average  primary 
horsepower  per  establishment  by  1500  per  .ce_nt,  and  the  average 
value  added  to  the  product  by  manufacturing  per  establishment 
by  400  per  cent.  The  number  of  establishments  in  the  industry 
shows  a  significant  decline,  whereas  for  cotton  manufacturing  there 

1  Census  of  Manufactures,  U.  S.  Bureau  of  the  Census,  1925.  Derived  from 
tables  on  pp.  230  and  598.  Values  have  been  reduced  to  a  common  unit  by  the  use 
of  index  numbers  supplied  in  part  by  the  National  Industrial  Conference  Board, 
base  year  1913. 

Reports  of  the  U.  S.  Census  are  the  source  of  the  statistics  presented  in  the  pages 
immediately  following. 
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is  during  the  same  period  (1879-1925),  a  great  increase.  Part  of 
the  explanation  of  this  difference  is  found  in  the  fact  that  the 
cotton  industry  was  on  a  factory  basis  at  the  opening  of  the  second 
half  of  the  nineteenth  century,  whereas  shoe  manufacturing  was 
still  in  large  measure  a  local  industry  carried  on  in  a  very  small 
way.  The  application  of  factory  methods  to  shoe  manufacturing 
meant  the  replacing  of  a  large  number  of  small  producing  units  by 
a  smaller  number  of  units  operating  on  a  larger  scale. 


Average 

Average 

value 

number 

Average 

added  to 

of  wage 

primary 

product  by 

earners 

horsepower 

manufacturing 

Number  of 

per 

per 

per 

Year 

establishments* 

establishment 

establishment 

establishment 

Cotton  Manufactubes 

1859 

1,091 

112 

-  t 

$  60,824 

1869 

956 

142 

153 

50,947 

1879 

756 1 

228 

365 

139,869 

1889 

905 

242 

513 

150,527 

1899 

1,055 

287 

754 

205,558 

1909 

1,324 

287 

979 

200,411 

1919 

1,496 

299 

1,243 

285,767 

1925 

1,638 

286 
Boots  an-d  Shoes 

1,392 
(Leather) 

263,999 

1879 

1,959 

57 

6 

$38,200 

1889 

2,082 

64 

15 

58,946 

1899 

1,599 

89 

31 

75,327 

1909 

1,343 

138 

64 

126,980 

1919 

1,449 

146 

83 

147,330 

1925 

1,460 

142 

96 

191,156 

*  As  a  nile  the  term  "establishment"  represents  a  single  plant  or  factory,  but  in  some 
cases  it  represents  two  or  more  plants  which  were  operating  under  a  common  ownership. 

t  Figure  not  available. 

X  Figures  exclude  2-19  mills,  classed  as  "special  mills,"  making  hosiery,  tapes,  fancy  fabrics, 
and  mixed  goods. 

We  find  this  same  transformation  taking  place  in  a  number  of 
other  industries.  In  the  period  from  1849  to  1925  the  number  of 
establishments  making  agricultural  implements  declined  from  t^3 
to  3Q2,  the  number  of  cooperage  establishments  from  2,902  ..to 
553^  and  the  number  of  iron  and  steel  blast  furnaces  from  404 
to  122:   but  in  every  instance  the  industry  shows  an  increase  in 
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the  number  of  wage  earners  emploj^ed,  in  the  amount  of  capital 
invested,  and  in  the  vakie  of  the  output. 

These  figures  show  clearly  the  increase  in  the  average  size  of  the 
industrial  plant,  but  they  do  not  demonstrate  the  significance  of 
the  very  large  plant  as  compared  with  the  plant  of  small  or  modern, 
atfisize.     This  is  brought  out  by  the  table  below. 

Establishment  Grouped  by  Value  of  Product 
All  Industries.     1919 


Percentage  of 

Percentage  of 

total  number  of 

value  of 

Value  of  product 

establishments 

'product  to  total 

1919 

1925 

1919         1925 

$5,000  or  less 

22.6 

* 

0.3           — 

5,000  to  $      20,000 

30.1 

29.8 

1.5             1.0 

20,000  to       100,000 

26.9 

36.8 

5.7            5.2 

100,000  to       500,000 

13.7 

22.5 

14.4           15.3 

500,000  to    1,000,000 

3.2 

5.2 

10.4           11.0 

1,000,000  or  over 

3.6 

5.6 

67.8           67.6 

*  The  census  of  1925  does  not  include  figures  for  establishments  with  annual  product  valued  at 
less  than  $5,000. 

The  establishments  of  small  size  are  seen  to  be  most  numerous  — 
those  'producing  in  1919  $20,000  of  goods  or  less  a  year  formed 
nearly  53  per  cent  of  the  total  number  of  productive  units,  while 
those  with  an  annual  output  of  over  a  million  dollars  constituted 
only  3.6  per  cent  of  the  total.  But  the  plants  with  a  yearly  produc- 
tion of  goods  valued  at  S20,000  or  less  contributed  only  1.8  per  cent 
of  all  the  goods  produced,  whereas  the  plants  with  an  output  of 
$1,000,000  or  more  were  responsible  for  the  production  of  nearly 
6§^er_cent,,  measured  in  terms  of  \alue. 

The  picture  may  be  made  more  vivid  if  we  approach  it  from  a 
still  different  angle.  In  1010  the  establishments  employing  from 
qn^  to  five  laborers  comprised  lU  per  cent  of  the  total  number, 
whereas  the  establishments  employing  over  oOO  woikcrs  formed  one 
per  cent  of  the  total,  but  these  establishments,  employed  40. per 
cent  of  the  total  wage  earners  in  industrial  plants  as  contrasted 
with  the  ;).4  per  eent  emi)loyed  by  the  establishments  in  the  former 
^^oup.  Kstabli-hinent-  ein])loyin,<r  1,000  laborers  or  more  formed 
only  four-tenths  of  one  per  cent  of  the  total  number  of  establish- 
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merit,  but  they  employed  26  per  cent  of  the  total  number  of 
workers.  That  this  trend  towards  large  scale  production  is  not 
abating  is  seen  from  the  fact  that  from  1914  to  1925  the  average 
number  of  employees  in  all  industrial  establishments  increased 
from  39  to  45. 

Two  conclusions  of  considerable  importance  can  be  drawn  from 
these  figures.  The  first  is  that  small  scale  industry  is  still  of  signifi- 
cance in  our  national  life,  particularly  to  supply  local  markets. 
"  Big  business  "  has  not  entirely  supplanted  the  small  producer, 
even  in  the  lines  of  industry  where  the  advantages  of  large  scale 
production  seem  most  marked.  In  steel  works  and  rolling  mills, 
where  of  all  the  industries  of  the  United  States  the  largest  percent- 
age of  large  scale  establishments  is  found,  there  were  in  1919  but 
202  establishments  out  of  a  total  of  500  which  employed  an  average 
working  force  of  500  or  more,  and  in  the  cotton  goods  industry 
only  240  out  of  a  total  of  1,496  establishments  employed  five 
hundred  or  more  workers. 

At  the  same  time  it  seems  true  that  the  large  unit  has  been  grow- 
ing, both  absolutely  and  relatively,  at  the  expense  of  the  smaller- 
sized  units.  Production  for  national  markets  has  been  supplanting 
production  for  local  or  regional  markets,  and  with  this  change  has 
come  the  decline  of  the  small  unit  and  the  substitution  of  the 
larger. 

Conditions  necessary  for  large  scale  production.  One  of  the 
first  prerequisites  for  large  scale  production  is  obviously  a  product 
which  is  in  great  demand,  for  unless  a  large  output  can  be  marketed 
profitably  there  is  no  scope  for  increased  refinements  in  the  produc- 
tive apparatus.  Another  requirement  is  that  the  article  be  not 
one  which  is  demanded  because  of  the  finish  which  hand  labor  may 
give  it.  It  must  be  amenable  to  the  machine  process,  capable  of 
standardization,  and  one  whicJi  does  not  lose  £^;ttractiveness  in  the 
eyes  of  the  purchaser  thereby.  Many  articles  of  clothing,  of  per- 
sonal adornment,  and  of  luxury  can  never  be  produced  by  large 
scale  methods. 

Economies  of  large  scale  production.  Lnrgp  scalp -pfedrrctien, 
where  it  is  found,  exists  for  the  simple  reason  that  it  is  more  efficient 
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than  small  scale  production,  and  by  this  we  mean  that  the  larger 
unit  effects  economies  in  production  which  make  it  possible  to 
'selTthe  good^atalbwer  price.  This  not  only  extends  the  range  of 
commodities  over  which  the  consumer  has  command  and  therefore 
enlarges  his  living,  but  it  is  advantageous  in  a  more  profound  sense, 
for  it  implies  the  more  effective  utilization  of  the  limited  supplies 
of  labor  and  capital. 

Power  and  machinery.  One  great  economy  of  large  scale  pro- 
duction results  from  saving  in  the  use  of  power-driven  machinery, 
both  in  the  us£_olpmKer  as  well  as  in  the  use  of  machinery ^  The 
saving- in-  power  arises  from  the  lower  unit  cost  of  installing  and 
operating  a  power  plant.  It  is  a  matter  of  common  knowledge 
that_the_ordinary  lieatin,-;-  outfit  for  a  dwelling  house  is  relati\ely 
j^nficono^cal.  A  central  plant  for  a  group  of  closely  associated 
buildings  costs  less  to  install  than  the  combmed  cost  of  heaters  for 
the  separate  buildings,  and  when  it  is  installed  it  is  much  more  ecp- 
nornjcfjLt"  ^j"  i  per  ton  of  eoal  consumed  more  heat  is  applied  to 
its  proper  use.  The  same  holds  true  of  the  large  factory.  Though 
the  plant  costs  more  to  install  than  for  the  small  factory,  it  costs 
proportionately  less,  and  greater  efficiency  in  the  production  of 
steam  results.  Hence  the  cost  of  power  to  be  attributed^  toea^ 
finished  article  is  less. 

Machinery  can  be  used  forjiore  of  the  prqc_essesjn  a  large  fac- 
tory than  in  a  small  one,  for  if  a  machine  is  to  be  used  to  advantage 
it  must  be  used  continuously.  In  determining  the  unit  cost  of 
production  by  machine  one_must  take  into  account  the  yearlj^ 
interest  on  the  investment  and  also  a  sum  large  enough  to  cover 
repairs  and  the  eventual  replacement  of  the  machine,  as  well  as 
the  power  and  labor  necessary  to  run  it.  If  the  machine  is  used 
only  a  part  of  the  time  the  cost  which  must  be  borne  by  each  unit 
of  the  good  undergoing  the  particular  process  may  make  its  use 
more  expensive  than  hand  labor.  A  large  factoryjs  able  to^em- 
ploy  machines  which  save  onl.\  a  fraction  of  a  cent  over  the  cost  of 
hand  laborbuTwhich  arc  distinctly  worth  while  on  account  of  the 
large  volume  of  production.  This  is  one  way  of  stating  the  propo- 
sition that  lajge  scale  product  ion  permits  of  the  greater  application 
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of  the  principle  of  division. of,. labor.  There  can  be  greater  spe- 
cialization by  workers,  and  processes  can  be  more  finely  divided 
and  therefore  more  easily  subjected  to  machine  methods. 

By-products.     Another  economy  lies  in  the  utilization  of  by- 
j).mducts..    The  meat  packing  industry  offers  one  of  the  most 
illuminating  examples  of  this.     Swift  &  Company  give  the  follow- 
ing summary  of  the  products  derived  from  a  steer : 


..Jf- 


'  Percentage  of  weight  of  finished  products 

to  weight 

of  live 

steer 

y^—^ 

Beef 

(p4.33 

By-products : 

Hide 

5.9 

Fats 

2.2 

Head 

2.2 

Feet 

1.1 

Blood 

.7 

Casings 

.8 

Miscellaneous 

3.2 

Valueless 

10.1 

V    Shrinkage 

19.5 

100.0 


A  list  of  the  finished  goods  which  are  made  in  whole  or  in  part_ 
by^wifOTCompany  from  these  by-products  includes  the  follow- 
ing :  glue,  fertilizer,  qleomargaiilie,  lard  compounds,  soaps,  glycer- 
ine,  leather  dressing,  animal  feed^  buttons,  combs,  gelatine,  jce 
cream,  candy,  pharmaceutical  products,  snuff  containers,  gold 
beaters'  skins^  and  sausage  containers.  In  the  early  days  the 
materials  from  which  these  goods  are  made  had  to  be  carted 
from  the  city  and  buried ;  so  far  from  being  a  gain,  they  were  the 
occasion  of  considerable  expense. 

It  is  reported  that  the  Ford  ]\Iotor  Company  has  developed  a 
business  in  by-products  which,  during  1924,  brought  in  more  than 
"$13,00Qil00.  Creosote,  methyl  acetone,  acetate  of  lime,  benzol, 
andammonium  sulphate  are  among  the  products  mentioned.  The 
sale  of  thj  surplus  factory  scrap  metal  and  non-metallic  material 
is  said  to  reach  s4,0'  i:ear. 

Only  when  the  qua  1 1  u  i,\  _ uf  by-products  is  large  is  it  worth  while 
for  the  company  concerned  to  refine  them.     Otherwise  they  are 
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thrown  out  as  wa^te  or  perhaps  sold  to  a  subsidiary  indijfitry  nrga.n- 
ized  to  handle  tlic  by-products  of  a  numher,Q.Lriimilnr  indn-itrifta. 
The  large  industry  hov. f\cr  is  likely  to  make  a  greater  profit  from 
refining  its  by-products  itself  than  the  small  producer  can  get  by 
selling  them  to  another  concern.  Unless  competition  to  secure 
the  by-products  sets  in,  the  small  producer  finds  it  necessary  to  get 
rid  of  them  as  best  he  can,  and  he  is  usually  glad  to  take  any  price 
offered  in  order  to  avoid  the  expense  of  disposing  of  them  as 
waste. 

The  economy  which  results  i^  plain ;  any  profit  obtained  from 
the  by-products  diniini-lie-  \>y  so  nuich  the  price  wliieli  must  be- 
obtaiued^iorThe  principal  product  in  order  to  co\er  tlie  expenses 
of  production.  The  meat  packers  for  example  often  pay  more  for 
live  cattle  and  hogs  than  they  receive  for  the  dressed  meat,  but 
they  make  up  the  difference  in  the  return  from  the  by-products. 

Technical  experiment  and  research.  Akrge^co^mpany  isbetter 
able  to  conduct  experiments  than  a  small  company.  Exgerimenta- 
tion  is  a  risky  and  sometinie,-.  an  expensive  aii'air.  Many  trials 
are  necessary  before  a  device  or  a  process  is  developed  to  the  point 
where  it  is  of  practical  use.  For  a  small  concern  the  financial 
burden  may  be  too  heavy  to  carry,  whereas  the  company  with 
greater  resources  can  carry  the  load  through  the  lean  years,  trust- 
ing that  in  the  long  run  the  improvement  will  more  than  pay  for 

itself. 

In  the  making  of  pig  iron  chemists  were  not  employed  in  this 
country  to  analyze  the  ore  and  the  materials  used  with  it  in  smelt- 
ing until  after  1870.  The  blast-furnace  manager  was  supposed  to 
be  able  to  diagnose  the  condition  of  his  furnaces  by  instinct.  The 
result  was  that  inferior  grades  of  ore  oftentimes  enjoyed  a  better 
reputation  than  those  of  better  quality,  since  a  foreman  who  had 
evolved  a  mixture  which  suited  low  grade  ore  often  rejected  ore 
with  a  higher  iron  content  simply  because  the  mixture  did  not  work. 
Mr.  Carnegie  was  one_of_the  first  to  employ  a  chemist^  and  he 
reaped  an  immediate  reward  in  that  he  was  able  to  secure  ores  at 
low  price  which  were  found  on  analysis  to  contain  unusually  high 
percentages  of  pure  iron.     In  his  Autobiography  he  says  that  years 
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after  he  had  taken  a  chemist  as  his  guide  some  of  the  proprietors  of 
other  furnaces  claimed  that  they  could  not  afford  that  luxury. 

Another  example,  which  illustrates  more  clearly  the  expense  and 
risk  involved  in  experimentation,  is  found  in  the  shoe  industry. 
After  years  of  experimentation  and  the  expenditure  of  more  than 
a  million  dollars  the  pulling  machine  was  perfected.  It  is  stated 
"EEat  this  machine  has  saved  the  manufacturers  at  least  four  times 
its  cost  yearly.  Many  other  examples  might  be  cited,  but  it  is 
quite  generally  known  that  research  work  in  the  realm  of  pure 
science  and  in  the  field  of  marketing  is  growing  in  importance 
among  business  houses  and  associations  of  business  men.  The 
United  States  Chamber  of  Commerce  has  estimated  that  American 
manufacturers  spend  annually  about  §35,000,000  on  work  of  this 
sort,  with  a  probable  sa\ing  of  half  a  billion  dollars  in  the  conduct 
of  business.  The  emphasis  which  the  Department  of  Commerce 
has  recently  placed  on  the  utility  of  still  greater  expenditures  for 
research  in  pure  science  is  likely  to  add  impetus  to  a  movement 
which  has  already  attained  considerable  momentum. 

Economy  in  administration.  The  cnst  of  admipigitrntinn  and 
supervision  is  not  much  greater  for  a  large  factmy  tlian  for  a  small 
one,  certainly  not  proportionally  greater^  Within  limits  the  head 
of  a  department  can  generally  take  care  of  a  large  department  with 
about  the  same  effectiveness  as  of  a  small  department.  The  chief 
additional  expense  consists  in  a  larger  clerical  force.  Similarly  the 
cost  of  buying  raw  materials  and  selling  finished  goods  may  be 
decreased  per  unit.  Selling  in  large  quantities  means  a  real  saving 
to  the  seller  in  packing,  shipping,  and  sales  costs,  and  he  can  there- 
fore afford  to  quote  a  lower  price  to  one  who  buys  on  a  large  scale. 
In  selling  the  finished  good  there  is  better  opportunity  to  coordi- 
nate the  activities  of  salesmen,  thus  covering  a  given  territory  with- 
out overlapping  and  with  greater  effectiveness,  while  national 
advertising  can  be  used  with  greater  profit. 

An  interesting  statistical  study  of  the  costs  of  production  of 
large  and  small  plants  is  presented  in  the  report  of  the  Federal 
Trade  Commission  on  the  canned  salmon  industry.  In  1916  the 
unit  cost  of  production  for  large  plants  was  $3,491  and  for  small 
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plants  $4.111 ;  in  1917  the  figures  were  $4,302  and  $5,681  for  the 
large  and  small  plants  respectively. 

The  field  of  large  scale  production  and  its  Ihnits.  Our  attention 
thus  far  has  been  devoted  exclusively  to  manufacturing,  the  field 
in  which  large  scale  production  obviously  finds  its  greatest  oppor- 
tunities and  from  which  may  be  drawn  the  most  illuminating 
illustrations  of  its  principles.  Many  other  lines  of  industry  have 
however  proved  tlicm-ehc>s  amenable  to  large  scale  production. 
In  tran:<portation,  l.)ankin<;-,  and  marketing  the  size  of  the  organiza- 
tion has  greatly  intrcased  in  the  last  century.  Doubtless  this 
increase  in  size  has  conic  pailly  in  response  to  the  growth  in  the 
size  of  the  manufacturing  establishment  and  is  partly  a  cause  of 
that  growth.  In  any  event  concentration  of  manufacturing  in 
large  plants  requires  more  effective  service  than  could  be  afforded 
by  the  transportation,  banking,  or  marketing  system  of  eC  century 
ago. 

The  one  great  industry  which  has  never  proved  a  profitable  field 
for  the  application  of  large  scale  methods  is  agriculture.  There 
are  of  course  some  examples  of  farms  where  hundreds  of  workers 
are  employed,  but  they  are  the  exception  and  not  the  rule,  ^he 
difiiculties  of  supervision  on  the  farm  are  so  great  that  unless  the 
laborer  is  working  with  or  near  the  owner  he  is  tempted  to  loaf  on 
the  job.  In  a  factory  individual  supervision  by  the  foremen  and 
automatic  checks  such  as  time  clocks,  machinery  with  controlled 
speed,  and  the  piece-rate  system  of  wage  payments  do  away  with 
this  difficulty  to  a  great  extent,  but  on  the  farm  the  spur  of  individ- 
ual gain  seems  necessary  to  secure  continuous  effort!  Hence  we 
find  that  in  most  ca>cs  wliidi  do  approach  large  scale  farming  the 
tenant  system  is  used.  The  owner  of  the  farm  provides  materials 
and  tools,  and  the  farm  laborer  receives  a  certain  fraction  oTthe 
output,  thus  gnung  hirna  direct  incentive  to  increase  his  efforts. 

Large  scale  product loinias  its  limits, "even  iii  the  fields  most 
favorable  to  it.  Probably  for  each  industry  there  is  a  plant  of 
optimum  size,  beyond  which  it  is  unwise  to  attempt  to  go.  A  part 
of  this  difficulty  lies  in  the  physical  awkwardness  of  handling  a  large 
bulk  of  goods  under  one  roof,  but  a  still  greater  difficulty  is  the 
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weakness  in  management  which  may  appear.  Since  this  weakness 
is  common  also  to  combinations  of  several  plants  under  one  man- 
agement, its  further  discussion  may  better  be  postponed  till  after 
our  investigation  of  the  problem  of  industrial  combination,  to 
which  we  now  proceed. 

Combination :  The  problem  of  large  scale  management.  A 
feature  of  modern  industrial  organization  particularly  prominent 
in  the  last  few  decades  is  the  combining  of  numbers  of  indus- 
trial units  under  single  management.  In  large  measure  combina- 
tion has  been  resorted  to  as  a  means  of  securing  .^ub.-tantial  control 
of  the  particular  field  of  production  in  order  to  obtain  monopoly 
profits.  Two  other  motives  Jiowever  have  been  prominent.  Of 
these  the  first  has  been  to  obtain  even  greater  economies  in  produce 
tion  than  were  possible  simply  with  large  scale  production;  the 
second  is  to  make  feasible  speculative  profits  through  the  issuance 
of  large  volumes  of  watered  stock. 

We  have  here  two  distiiut  problems.  The  first^^and  in  some 
aspects  the  more  important,  coim  i m^  itiielf  with  the  growth. of 
pionopolies  —  the- -so  cabled  "  tni-t-  "' -r- their  effect  on  society, 
and  the  methods  by  which  they  may  be  regulated  in  the  public 
interest.  The  s;egQiul  problem  centres  around  the  possible  social 
advantages  of  combinations  as  producing  units.  Are  there  econ- 
omies in  production  possible  to  a  number  of  large  plants  under  a 
single  management  which  cannot  be  obtained  by  the  single  large 
producing  unit  ?  If  there  are  such  economies  and  they  are  of  con- 
siderable significance,  this  fact  will  have  an  important  bearing  on 
the  first  problem.  It  is  this  second  topic,  rather  than  the  problem 
of  monopolies,  to  which  we  shall  give  attention  in  the  remainder 
of  this  chapter. 

Horizontal  combinations.  ^Ye  may  distinguish  two  types  of 
combination,  the  horizontal  and  tlie  vertical.  As  the  name  sug- 
gests, a  horizontal  combination  is  one  which  unites  under  a  single 
management  several  plants  producing  the  same  product  or  prod- 
ucts. It  is  a  type  which  is  quite  common  in  the  United  States, 
being  exemplified  by  many  of  the  "  trusts  "  which  exist  or  have 
existed  in  the  past,  such  as  the  American  Sugar  Refining  Company, 
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the  United  Shoe  Machinery  Company,  the  American  Tobacco 
Company,  and  others. 

Economy  in  buying.  Such  a  combination  may  possibly  secure 
a  saving„in  the  purchase  of  it->  raw  materials.  B.uyj.n£jn_ mudb 
larger  quantities  than  the  single  plant,  it  may  approach  the  pro^.^ 
ducer  directly  and  eliminate  the  middleman's  profits,  or  it  may 
secure  its  goods  from  a  wider  productive  area  and  thus  obtain  its 
raw  materials  more  cheaply.  But  there  is  certainly  some  limit  to 
the  savings  in  this  line,  and  it  is  to  be  doubted  if  they  are  great 
enough  to  be  of  real  consequence.  Qf  course  if  the  combination 
controls  a  large  part  of  the  total  production  it  may  use  its  power 
to  depress  the  price  of  its  raw  material  and  cut  the  profits  of  the 
producers.  But  this  does  not  constitute  a  saving  in  the  social 
sense,  as  it  merely  gives  to  one  class  what  is  taken  from  another, 
nor  does  it  give  the  combination  an  advantage  over  its  competitors. 

Economy  in  selHng.  In  the  sale  of  its  products  there  is  a  possi- 
bility of  saving.  4  ri  iliiciidii  in  llie  number  of  salesmen  and  in  the 
amount  of  advertising  ;iih!  ij,r(  aitr  ell'ectiveness  in  the  use  of  both 
sales  media  may  Uawv  tlir  ah  -  (^-t.  The  tobacco  trust,  which 
had  been  formed  by  the  combination  of  several  large  producing 
units,  was  dissolved  by  a  court  decree  in  1911,  whereupon  the  busi- 
ness was  turned  over  to  a  number  of  separate  companies.  "  The 
subdivision  of  the  business  provided  for  in  the  dissolution  decree 
led  to  a  duplication  of  selling  organization  and  an  increased  over- 
head expense ;  and  the  result  was  a  general  increase  in  selling 
costs In  every  branch,  except  flat  plug  and  Turkish  cigar- 
ettes, the  selling  costs  showed  an  increase.  Based  on  the  rates 
per  thousand  or  per  pound,  the  selling  costs  of  the  successor  com- 
panies in  1913  in  the  cigarette  branch  were  55  per  cent  greater  than 
for  the  trust  in  1910 ;  91  per  cent  greater  in  the  little  cigar  branch  ; 
1 1  per  cent  greater  in  navy  plug ;  39  per  cent  greater  in  plug-cut 
smoking ;  40  per  cent  greater  in  granulated  smoking ;  44  per  cent 
greater  in  fine-cut  chewing ;  and  46  per  cent  greater  in  snuff.  The 
selling  costs  of  the  successor  companies  for  flat  plug  and  Turkish 
cigarettes,  on  the  other  hand,  were  only  76  and  83  per  cent,  respec- 
tively, of  the  costs  of  the  trust  in  these  branches. 
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"  The  advertising  expenditures  of  the  successor  companies  also 
greatly  increased  as  compared  with  the  expenses  of  the  trust.  The 
advertising  expenses  of  the  trust  in  1910  in  all  branches  except 
cigars  were  $10,895,132,  while  those  of  the  successor  companies  in 
1913  amounted  to  $23,623,564,  or  more  than  double."  ^ 

Economies  in  operation.  The  greatest  field  for  economies  would 
jippear  to  lie  in  the  operation  of  tlie  plants.  Each  j)lant  can  pre.- 
sumably  secure  maximum  efficiency  by  producing  a  <  <  rtahi  number 
of  articles.  If  forced  above  that  point  or  below  it,  the  unit  cost  of 
goods  is  increased.  With  se\^eral  plants  operating  und^r  unified 
control  it  is  possible  so  to  arrange  things  that  all  the  slack  in  pro- 
duction will  fall  on  one  or  more  plants,  leaving  the  others  running  as 
ugiiaj.  The  American  Sugar  Refining  Company  is  said  to  have 
used  its  Brooklyn  refinery  for  this  purpose,  slowing  down  opera- 
tions there  as  demand  slackened  and  speeding  up  in  response  to 
increased  demand.  The  old  Whiskey  Trust,  by  adopting  a  similar 
policy  with  respect  to  its  distilleries,  was  also  able  to  effect  a  large 
saving  in  the  cost  of  manufacture.  In  some  industries  the  risks 
and  uncertainties  involved  in  production  may  be  reduced  if  there  is 
a  number  of  plants  located  in  different  parts  of  the  country.  A 
laLor  strike  may  not  affect  all  of  the  plants  at  the  same  time,  and 
a  tie-up  of  the  transportation  facilities  of  all  the  plants  at  one  time 
is  unlikely,  so  that  if  tb.e  doiiing  of  some  is  forced  the  others  can  be 
operated  more  intensively.  In  the  salmon  canning  industry  the 
size  of  the  run  of  fish  is  a  decisive  factor,  as  a  small  run  of  fish  may 
entail  heavy  losses.  In  1917  a  company  operating  six  plants  lost 
$115,000  on  one  plant,  but  made  a  net  profit  on  the  six  plants  of 
over  $1,000,000.  The  owner  of  a  single  plant  is  liable  to  have 
heavy  losses  one  year  and  large  profits  another,  and  the  stabiliza- 
tion of  profits  which  comes  from  enlarging  the  area  of  operations 
is  of  considerable  advantage. 

Specialization- mav  he.  rarrifd  to  greater  lengths  by  a  combina- 
tion  than  by  a  single    producing   plant.     A  combination  which  . 
makes  a  variety  of  products  is  able  to  specialize  in  factories,  devot- 
ing one   factory  to   the  mg-king  of   a  particular    article,  rather 

»  Eliot  Jones,  The  Trust  Problem  in  the  United  States,  pp.  149-150. 


LARGE   SCALE   PRODUCTION   AND   COMBINATION      137 

than  allowino-  all  factories  to  make  all  articles,  and  in  this  way  the 
utmost  a^va:ntages  of  specialization  are  attained. 

The  devices  or  patented  articles  that  have  proved  most  success- 
ful can  be  made  the  eommoii  property  of  all  the  operating  units, 
heightening  the  efficiency  of  each.  With  several  plants  it  is  pos- 
sible to  start  competition  between  them,  thus  enlisting  the  enthu- 
siasm of  one  manager  to  excel  the  others.  Cost  statistics jmay  be 
available  for  all  thej)lants,  so  that  if  one  falls  down  in  somej:fi2fi£St 
the  trouble  can  (luiekly  be  diagnosed  and  remedied.  It  is  claimed 
that  more  efficient  executives  can  be  secured  because  of  the  wider 
field  from  which  to  choose.  The  interplant  competition,  it  is 
asserted,  will  disclose  men  who  are  most  capable  of  handling  the 
more  difficult  tasks  of  coordination  and  centralization. 

Saving  in  freight  costs.  The  savings  on  cross  freights  are  some^ 
times  cited  as  pro\ing  the.  superiority;  of  the  eombiuutimL  If 
under  separate  management  there  are  two  plants,  one  in  New  York 
and  the  other  in  Chicago,  each  may  sell  goods  in  the  other's  district 
and  incur  freight  charges  unnecessarily  great.  Under  combina- 
tion the  good  will  be  sent  from  the  nearest  point.  But  the  impor- 
tance of  this  saving,  while  real  in  many  cases,  can  be  greatly 
exaggerated,  for  if  the  good  be  bulky  and  of  low  value  the  distance 
it  can  be  shipped  is  limited  by  the  cost  of  freight,  whereas  if  it  be 
a  small  and  expensive  object  such  as  a  watch,  freight  charges  form 
such  a  small  portion  of  its  value  as  to  be  of  little  moment. ^ 

Vertical  combmations.  Vertical  combination  involves  the  gath- 
ering   <^-»rot}^Mr    ^jnrlpr    Of^^    ^gngprpmpnt    of    the    VailuUi    pruCCSSeS 

^_n.,Jli  turn  nut  ni  fininlr"^  p""'^  It  i^  sometimes  called  in- 
tegration of  industry  and  is  the  opposite  of  that  process  of  differ- 
entiation and  specialization  which  has  been  characteristic  of  the 
factory  system.  In  some  industries  there  has  always  been  a  certain 
amount  of  integration.  Thus  in  the  United  States  spinning  and 
weaving  have  commonly  been  undertaken  by  the  same  factory, 
although  in  England  they  are  separate  industries.  In  the  steel 
industix_oLill£-LIfliietl  States  can  be  found  the  most  impressive 
illustrations  of  vertical  combinations  although  horizontal  com- 
binations ha\e  been  b\-  no  means  uncommon. 
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Technical  advantages.  There  are  real  technical  a.dvn.ntiiges 
to  combining  thus  the  different  stages  of  manufacture  of  steel  prod- 
ucts, advantages  which  result  in  the  saving  of  fuel  for  reheating  the 
metal,  of  time  and  labor  in  moving  or  handling  material,  and  in  the 
more  complete  utilization  of  by-products,  such  as  blast-furnace 
gas.  Further  advantages  may  be  obtained  through  the  control  of 
sources  of  iron  and  coal.  In  the  early  history  of  the  steel  industry 
it  was  not  considered  essential  to  own  iron  fields,  but  as  concen- 
tration in  the  ownership  of  the  known  and  proved  fields  developed, 
the  unpleasant  prospect  of  being  forced  to  pay  large  profits  to  the 
producers  of  iron  ore  had  to  be  faced.  The  alternative  was  owner- 
ship or  control  of  iron  reserves.  This  held  true  of  coal  and  coke 
as  well.  The  steel  industry  differs  from  some  others  in  that  each 
unit  not  only  may  use  the  products  of  another  as  raw  material 
but  may  pass  its  own  finished  or  semi-finished  products  on  to  serve 
as  raw  materials  for  the  others.  Coal  and  iron  are  essential  for  the 
blast  furnaces,  while  the  ultimate  products  of  the  blast  furnace 
are  requisite  in  the  mining  and  transportation  of  coal  and  iron. 

The  United  States  Steel  Corporation.  The  extent  of  the  process 
of  integration  in  the  United  States  can  best  be  pictured  by  a  brief 
summary  of  the  organization  and  scope  of  operations  of  the  United 
States  Steel  Corporation,  one  of  the  largest  corporations  in  the 
United  States,  incorporated  in  1001  witlLJin_aulJiLu:iz£d^i:iipiial, 
stock  of  Sl,l(i(),()(H),(JOU.  The  corporation  secured  control  of  a 
number  of  other  corporations  by  an  exchange  of  stocks  and  bonds, 
and  at  the  outset  it  controlled  eleven  corporations:  (1)  The 
American  Bridge  Company,  fabricating  bridge  material  and  struc- 
tural steel,  (2)  The  American  Tin  Plate  Company,  (3)  The  Ameri- 
can Steel  Hoop  Company,  producing  chiefly  iron  and  steel  bars, 
hoops  and  bands,  and  cotton  ties,  (4)  The  American  Sheet  Steel 
Company,  engaged  in  the  manufacture  of  practically  a  single 
product  —  sheets,  (5)  The  American  Steel  and  Wire  Company  of 
New  Jersey,  manufacturing  wire  nails,  plain  wire,  barbed  wire,  and 
wire  fencing,  (6)  The  National  Tube  Company,  producing  iron 
and  steel  wrought  tubing,  (7)  The  Shelby  Steel  Tube  Company,  a 
consolidation  of  practically  all  the  important  companies  making 


LARGE   SCALE   PRODUCTION  AND   COMBINATION      139 

drawn  or  seamless  tubing,  (8)  The  Lake  Superior  Consolidated  Iron 
Mines,  which  was  an  ore  producing  and  transportation  company 
exclusively,  controlling  the  Duluth,  Missabe  &  Northern  Railroad 
(This  railroad  had  a  controlling  interest  in  the  largest  fleet  of  Lake 
ore  carriers,  the  Bessemer  Steamship  Company,  which  the  United 
States  Steel  Corporation  later  purchased.),  (9)  The  National  Steel 
Company,  confined  largely  to  the  production  of  semi-finished  steel, 
such  as  billets,  sheet  bars,  and  tin-plate  bars,  (10)  The  Federal 
Steel  Company,  itself  a  combination  controlling  coal,  iron  ore,  and 
transportation,  and  turning  out  about  the  same  line  of  products 
as  (11)  The  Carnegie  Steel  roTnpn.nyj  the  rpost  jrnjortant  of  the 
gimip^-  The-  Car ncgie-Steei  ^Company  was  itself  tlie  result  oT 
merger  and  renrganizatiQiL-a.nd- exemplified  a  high  degree  of  integra- 
j;ion^  It  had  assured  itself  of  extensive  reserves  of  desirable  ore, 
coal,  and  coke,  had  made  a  beginning  in  controlling  the  transporta- 
tfon  of  its  own  ore  on  the  Great  Lakes,  and  had  acquired  several 
railroad  lines  to  ensure  the  proper  and  cheap  handling  of  its  raw 
materials  and  finished  products.  Its  chief  business  was  the  manu^- 
facture  of  heavy  steel  products,  such  as  steel  rails,  plates,  struc- 
tural steel,  and  crude  steel  which  served  as  the  i)riniary  material 
for  other  concerns,  paying  little  attention  to  the  manufacture  of 
finished  goods. 

It  is  a  fact  of  interest  that  almost  all  the  companies  which  were 
united  to  form  the  United  States  Steel  Corporation  were  them- 
selves combinations.  Some  of  them  represented  merely  the  hori- 
zontal type  of  combination,  such  as  the  American  Steel  Hoop 
Company,  which  was  a  consolidation  of  nine  concerns  formed  with 
the  desire  to  limit  competition  and  secure  larger  profits,  while 
some  already  showed  signs  of  a  fairly  complete  integration,  as  the 
Federal  Steel  Company  and  the  Carnegie  Company.  The  Unitejj 
States  Steel  ('(Miipaiiy  was  not  exelii-ively  a  vertical  combination, 
for  several  of  the  constituent  eompanies  produced  the  same 
articles. 

THe  result  of  the  consolidation  was  the  creation  of  a  giant  cor- 
poration, which  was  practically  self-sufficient  so  far  as  materials 
were  concerned  and  which  embraced  the  manufacture  of  practically 


140  ELEMENTARY   ECONOMICS 

every  known  article  in  steel  and  iron.  Its  history  since  that  time 
is  one  into  which  we  cannot  go,  but  we  may  say  that  in  brief  it 
consists  of  an  extension  of  the  processes  already  noted  —  the  acqui- 
sition of  more  mines,  furnaces,  plants,  steamships,  railroads,  and 
foreign  selling  agencies. 

The  question  which  immediately  presents  itself  in  this  connec- 
tion is  whether  the  Steel  Corporation  has  justified  itself  from  the 
point  of  view  of  social  saving.  There  is  no  doubt  that  the  Steel 
Corporation  has  been  a  profitable  venture ;  there  may  be  doubt 
however  as  to  whether  the  profits  thus  reinvested  in  the  business 
had  their  origin  in  economies  of  operation.  In  many  instances  of 
course  thecompaii^avo|ded^  the^ayment  of  profits  l9..Q.thersJby 
the  operation  of  a  coal  mine  or  a  railroad  itself,  but  so  far  as  it 
merely  took  profits  which  would  otherwise  have  gone  to  others  this 
does  not  represent  economy  from  the  standpoint  of  society^  "So" 
far  as  the  economies  to  be  obtained  from  the  integration  of  manu- 
facturing processes  were  concerned,  they  were  probably  already 
obtained  to  the  full  degree  by  some  of  the  larger  and  better 
equipped  among  the  constituent  companies.  The  chief-economies 
possible  were  from  tlu'  more  economical  subdivision  of  the  business 
among  the  plants,  by  utilizing  only  the  most  efficient  plants  and 
dividing  tlie  work  among  the  plants  according  to  the  nearness  of 
the  market.  One  writer  in  discussing  this  question  states  that 
"  The  conclusion  would  seem  to  be  that  the  Corporation  by  virtue 
of  its  ownership  of  the  cream  of  the  ore  and  coking  coal  lands  and 
of  the  iron  ore  railroads  (not  to  mention  its  financial  connections) 
had  an  advantage  over  its  competitors  but  that  this  advantage 
did  not  demonstrate  the  superior  economy  of  the  trust  form  of 
organization."  * 

Other  examples  of  vertical  combination.  Other  examples  of 
this  type  of  combination  are  to  be  found  in  many  lines  of  industry. 
We  have  already  noted  the  integration  of  productive  processes  in 
the  cotton  industry,  but  in  some  instances  we  find  integration  of 
the  production  and  selling  functions.  As  a  rule  selling  has  been  a 
specialized  branch,  separate  selling  houses  handling  the  products  of 

•  Eliot  Jones,  The  Trust  Problem  in  the  United  States,  p.  219,  note. 
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several  mills,  both  in  the  domestic  and  in  the  foreign  trade.  Inte- 
gration has,  curiously  enough,  proceeded  in  two  directions.  In 
some  cases  the  selling  house  has  acquired  mills,  and  in  others  the 
mills  have  either  purchased  controlling  shares  of  stock  in  existing 
selling  houses  or  have  formed  new  ones.  The  fundamental  cause 
of  this,  it  has  been  asserted,  is  the  growing  competition  offered  by 
southern  mills.  Here  again  it  is  common  to  find  consolidations 
of  a  joint  horizontal  and  vertical  type.  The  International  Cotton 
Mills  Corporation,  which  amalgamated  several  companies  in  1910, 
controlled  twenty-two  mills,  producing  3,000  varieties  of  cotton 
fabrics,  and  two  selling  houses. 

Combinations  in  Germany.  For  many  years  German  economic 
organization  has  been  marked  by  an  increasing  number  of  cartels  or 
combinations.  The  law  in  Germany  has  not  been  so  hostile  to  their 
formation  as  in  the  United  States,  nor  public  opinion  so  apprehen- 
sive of  the  dangers  of  monopoly.  A  typical  cartel,  embracing  prac- 
tically  all  the  producers  in  a  cjiven  Tme^oTmdustry,  was'aWe,  by 
assigning  quotas  of  proihictioii  or  by  maintaining  prices,  to  elimi- 
nate the  competition  which  had  txistcd  previously  and  to  achieve 
a  stability  of  operations  whicL.Li  not  likely  to  be  secured  under 
competitive  conditions.  If  a  cartel  were  engaged  in  foreign  trade, 
iTTfequently  pursued  the  policy  of  maintaining  a  higher  price  in  the 
domestic  market  than  in  the  foreign  market.  This  it  justified  on 
the  ground  that  the  domestic  prices  would  necessarily  be  still 
higher  were  it  not  for  the  outlet  which  the  foreign  market  afforded. 
In  the  years  immediately  following  the  World  War  the  number  of 
cartels  showed  a  decline,  but  the  cartel  continued  as  a  significant 
feature  in  the  industrial  organization. 

Rationalization.  As  a  part  of  the  process  of  combination  there 
has  developed  also  in  recent  years  a  movement  to  which  the 
Germans  give  the  name  of  rationalization.  The  cartel  depended 
chiefly  U£on  jnonopoly  devices  for  its  success^  liajtioiial*»«+t6h 
implies  much  more.  It  represents  a  different  policy,  a  different 
industrial  outlook.  It  means  a  conscious  and  determined  effort 
on  the  part  of  the  leaders  of  the  combinations  to  obtain  the  econ- 
omies which  vertical  and  horizontal  combinations  have  to  offer  and 
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at  the  same  time  to  avoid  the  raising  of  prices.     To  be  successful 
rationahzation  requires  a  degree  of  concentration  of  ownership 
sufficient  to  insure  unity  and  continuity  of  policy.     The  Ingot 
Steel  Association  (the  Steel  Cartel),  for  example,  was  unsuccessful 
in  the  attempt  to  solve  by  the  old  methods  of  limitation  of  output 
and  maintenance  of  prices,  the  problems  facing  the  steel  industries 
in  the  crisis  of  1924.     Convinced  that  more  drastic  methods  were 
necessary,  a  number  of  the  more  prominent  firms,  producing  a  little 
less  than  half  the  total  tonnage  of  the  Ingot  Steel  Association, 
formed  the  Steel  Trust  in  1926  and  entered  on  a  vigorous  pro- 
gramme of  reconstruction.     To  reduce  the  cost  of  production  and 
to  keep  prices  low,  it  first  of  all  concentrated  its7)pefatTons  In  the 
smallest  possible  number  of  works,  chosen  because  of  their  tech- 
nical or  geographical  advantages.     This  meant  closing  down  some 
plants  entirely,  but  this  loss  was  more  than  overcome  by  the  econ- 
omies of  full-time  operation  in  the  other  plants.     The  newest  and 
most  improved  labor-saving  machinery  was  installed  in  or(j[gr  to, 
.reduce  the  labor  cost.     Stan(lardizati(jn  of  production  was  insisted 
upon;  fgr  example,  one  rolling  mill  would  be  devoted  to  one  ])rod- 
uct  only  instead  of  the  numerous  types  it  had  produced  previously. 
The  possibility  of  economies  through  snn2lifica^icHi_Ql42ii)iiu£ti^ 
and  elimination  of  unessential  types  of  product  was  studied.  .._Im- 
provements  were  made  in  the  buying  and  selling  organization  and 
in  the  use  of  by-products.     The  record  of  achievements  is  impres- 
sive.    In  two  years  the  steel  industry  passed  from  a  condition  close 
to  total  collapse  to  one  of  financial  stability.     Furthermore  it  has^ 
been  possible  at  the  same  time  to  raise  v,  ai;es  and  to  avoid  the  rais- 
ing of  prices  in  the  domestic  market, 
y      It  may  be  asserted  with  considerable  truth  that  all  the  devices 
^Avhich  are  found  in  rationalization  as  practiced  in  Germany  have 
yiong  been  known  to  American  industrial  concerns  and  utilized  by 
^  them.     It  is  true  however  that  in  no  case  in  the  United  States  has 
[         there  been  such  a  thorough  overhauling  of  entire  industries  as  has 
\        been  going  on  in  Germany.     Aside  froin  jJifi^restiainiugJualluence  _ 
\      of  anti-trust  legislation  there  has  not  been  in  America  the  i)ressiirc 
\of  economic  conditions  to  force  such  reorganization.     Getm^n 
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industry  was  faced  with  the  necessity  of  a  major  surgical  operation 
to  preserve  its  very  existence. 

International  cartels.  In  recent  years  several  combinations 
embracing  the  producers  in  several  European  countries  have  been 
formgii  Perhaps  the  most  conspicuous  example  is  the  Continental 
Steel  Entente,  to  which  the  majority  of  the  steel  producers  on  the 
Continent  belong.  Xte  primary  purpose  of  these  cartels  is  to  limit 
production  by  assigning  production  quotas  to  the  producers  of  each 
country,  thus  reducing  competition  in  the  world  markets  and  mak- 
ing it  easier  to  keep  world  prices  at  a  remunerative  level.  The 
continental  view])()iiit  that  stabilization  of  industry- is  more  whole- 
some than  intense  competition  has  led  both  governments  and 
peoples  to  view  these  organizations  with  approval. 

Conclusions.  It_  cannot  be  doubted  tliat  both  vertical  and 
horizontal  combinations  ofl'er  the  possibility  of  economies  over  and 
above  those  which  can  be  obtained  by  the  single  large  manufactur- 
^i^S^iliit  But  it  is  exceedingly  difficult  to  determine  the  extent 
to  which  these  economies  have  been  realized  in  actual  fact.  Com- 
bination and  monopoly  power  are  always  so  closely  associated  that 
it  is  not  possible  always  to  attribute  the  success  of  any  given  com- 
bination to  the  appropriate  factor.  It  is  however  probably  a  fair 
statement  of  the  case  to  say  that  where  a  combination  has  been  con- 
spicuously successful  the  profits  have  arisen  in  large  part  because 
of  a  monopoHstic -control  of  production  which  has  enabled  the 
combination  to  control  the  output  and  raise  the  price  to  the  public. 
When  m()n()])()ly  is  absent  economies  in  the  field  of  marketing  are 
probably  a  more  important  factor  than  economies  in  production  in 
the  narrower  sense. 

As  a  matter  of  fact  the  success  of  the  large  combinations  oi.the 
L lilted  States  has  not  l)een  strikin<;,  if  success  be  measured  in 
terms  of  profits.  Not  onl}'  ha\e  profits  been  smaller  than  antici- 
pated by  the  promoters  of  the  consolidations,  but  in  many  instances 
they  have  been  smaller  than  the  aggregate  profits  of  the  constituent 
companies  in  the  period  b(>fore  consolidation.  Despite  the  econ^ 
omies  which  combination  might  have  been  expected  to  bring,  the 
United  States  Steel  Corporation  during  its  first  year  of  operation 
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earned  but  78  per  cent  of  the  amount  earned  by  the  member  com- 
panies in  the  period  immediately  preceding  the  formation  of  the 
combination,  and  for  the  first  ten  years  of  its  life  its  average  earn- 
ings were  somewhat  less  than  its  earnings  during  the  first  year. 
Professor  Dewing  has  made  a  comparison  of  the  earnings  of  a 
number  of  representative  combinations  with  the  earnings  of  the 
companies  which  were  united  and  has  found  for  the  group  as  a 
whole  that  the  earnings  of  the  first  year,  as  well  as  the  average  earn- 
ings for  the  first  ten  years  of  the  existence  of  the  combinations,  were 
materially  below  the  level  of  the  previous  earnings  of  the  member 
companies.^ 

The  weakness  of  combination.  The  failure  of  combinations  to 
reflect  economies  of  operation  and  management  in  their  earnings 
seems  to  indicate  that  fundamental  defects  or  weaknesses  are  con- 
sequences of  size  of  organization,  ^xombination  may  realize^ome 
of  the  economies  of  large  scale  management  only  to  have  these 
offset  or  more  than  offset  b}'  losses  traceable  to  otiier  factors. 
There  are  many  losses  to  which  a  huge  combination  is  peculiarly 
susceptible,  but  undoubtedly  the  chief  wcakiu  --^  which  organiza- 
tions of  tremendous  size  (including  both  large  unit  plants  and  com- 
binations) have  to  face  is  the  difficulty  of  finding  men  of  the  calibre 
required  to  direct  the  work.  It  is  possible  to  build  up  an  organiza- 
tion which  seems  to  work  with  effortless,  machine-like  precision, 
but  examination  will  usually  disclose  a  dynamic  personality  behind 
the  organization,  supplying  the  initiative,  making  the  important 
decisions,  and  inspiring  his  colleagues  with  enthusiasm  and  con- 
fidence. The  founder  of  almost  any  of  our  larue  industries  has 
been  such  a  man.  His  personal  fortunes  have  been  closely  tied  up 
with  the  fortunes  of  the  business,  and  this  has  provided  an  effec- 
tive stimulus.  AYhen  the  reins  of  jnanajj;enient  pass  out  of  his 
hands  into  those  of  another,  it  is  rare  to  find  the  same  combination 
of  ability  and  energy.-  If  a  son  follows  in  his  father's  footsteps, 
even  granted  that  he  has  equal  ability,  he  will  not  have  the  same 
incentive,  for  not  the  least  of  the  motives  in  the  mind  of  the  founder 

1  Dewing,  A.  S.,  The  Financial  Policy  of  Corporations,  vol.  iv.  Appendix.  For 
more  recent  studies  sec  Recent  Economic  Changes,  vol.  i,  pp.  179-218. 
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of  a  business  is  to  leave  a  monument  to  himself.  A  hired  manager 
can  rarely  have  the  same  stimulus  to  activity,  and,  even  though  his 
mind  turns  to  venturesome  improvements,  his  lack  of  financial 
control  may  make  jt  impossible  for  him  to  carry  out  his  projects. 
In  Mr.  Carnegie's  time  the  scrap  heap  was  in  constant  use.  No 
matter  how  recently  a  machine  had  been  installed,  if  there  was  one 
which  was  admittedly  superior  to  it,  Carnegie  scrapped  the  other, 
and  his  competitors  perforce  followed  his  lead.  It  is  difficult  to 
believe  that  the  scrap  heap  is  as  importnnt  nn  institntum ,att-.pp«ft- 
.?DAl_th'e/e  is  a  tendency  manifest  in  many  lines  of  business  tQ. 
block  theinal.oLilgy  machinery  until  the  old  has  repaid  its  aoat. 
Business  ability  of  the  highest  order  is  rcciuircd  by  all  large  scale 
production ;  it  is  especially  essential  for  securing  the  economies  of 
combination,  and  it  is  not  sufficiently  plentiful  to  give  assurance 
that  many  large  combinations  will  be  able  by  more  efficient  pro- 
duction to  undersell  the  large  single  units. 


CHAPTER  VIII 

THE  ORGANIZATION  OF  MARKETING 

While  our  investigation  thus  far  has  been  primarily  devoted  to 
the  subject  of  production  as  a  whole,  it  has  nevertheless  inclined 
to  give  a  somewhat  disproportionate  share  of  attention  to  that 
branch  of  production  which  is  engaged  in  the  extraction  of  materials 
and  their  fabrication,  i.e.,  in  the  creation  of  form  utility,  and  the 
illustrative  matter  has  largely  been  drawn  from  that  branch  of 
production.  By  this  means  that  part  of  the  subject  has  been 
sufficiently  covered  for  our  present  purpose.  There  remain  to  be 
considered  the  three  other  coordinate  branches  of  production,  con- 
cerned with  the  creation  of  time  utility,  place  utility,  and  ownership 
utility  respectively,  which  are  fairly  covered  under  the  titles  of 
marketing  and  transportation. 

Production  to  satisfy  other  people's  wants.  Production  in  the 
modern  world  under  the  regime  of  division  of  labor  has  become  so 
organized  that  virtually  the  entire  effort  of  every  worker  is  devoted 
to  the  production  of  things  for  the  use  of  other  persons.  It  is  only 
in  the  exceptional  case  that  one  produces  anything  for  his  own  use. 
Such  cases  appear  most  frequently  and  regularly  in  the  industry  of 
farming.  The  ordinary  general  farmer  secures  a  considerable  part 
of  his  food  from  his  own  farm,  and  he  sometimes  obtains  a  few  other 
things,  such  as  firewood.  But  even  he  disposes  of  the  bulk  of  his 
farm's  product  for  the  uses  of  other  people,  and  with  the  specialized 
farmers  the  situation  is  even  more  obvious.  A  dairy  farmer  will 
take  perhaps  half  a  dozen  quarts  of  milk  for  the  use  of  his  own 
household  ;  whereas  hundreds  of  quarts  are  taken  to  market.  The 
truck  farmer  may  use  a  few  handfuls  of  his  vegetables  on  his  own 
table,  while  the  truck  loads  go  daily  to  market  to  satisfy  other 
people's  hunger. 
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On  the  great  farms  devoted  to  raising  wheat,  corn,  and  other 
cereal  crops,  on  the  cattle  ranches,  on  the  fruit  farms,  only  an 
insignificant  part  of  the  product  is  devoted  to  the  needs  of  the 
farmer  or  his  farm  laborers.  Outside  the  farming  industry  the 
exceptions  to  the  general  rule  are  still  more  rare  and  unimportant. 
A  shoemaker  may  occasionally  make  himself  a  pair  of  shoes ;  a 
lawyer  may  occasionally  try  his  own  case  in  court;  the  ordinary 
factory  laborer  may  now  and  then  use  one  or  two  out  of  the  millions 
of  units  of  the  factory's  product ;  now  and  then  the  salesgirl  sells 
herself  a  pair  of  stockings  or  a  hat,  one  out  of  the  hundreds  that 
pass  through  her  hands.  Many  persons  work  all  their  lives  making 
things  for  which  they  never  have  any  use.  Men  are  employed  in 
making  women's  clothing ;  women,  in  making  men's  clothing. 
Books  are  printed  and  bound  by  workers  who  will  never  read  one 
of  them.  Golf  clubs  and  tennis  rackets  are  made  by  men  and 
women  who  do  not  play  golf  or  tennis.  It  is  the  exception,  rather 
than  the  rule,  when  a  person  makes  use  of  the  product  of  his  own 
labor.  And  even  when  the  worker  does  have  as  much  use  as  any- 
one else  for  the  product  of  his  labor,  his  own  need  will  be  satisfied 
by  an  insignificant  fraction  of  his  total  output.  The  worker  in  the 
sporting  goods  factory  may  be  an  enthusiastic  golfer ;  yet  he  can 
use  only  half  a  dozen  of  the  many  thousands  of  clubs  in  whose 
manufacture  he  had  a  part. 

Modern  industry  is  highly  specialized.  The  ordinary  worker  is 
a  specialist  and  devotes  all  his  energies  to  producing  one  thing  or  a 
very  few  things.  But  he  wants  hundreds  of  commodities  and  serv- 
ices, and  for  them  he  is  dependent  upon  the  efforts  of  thousands 
of  other  specialists  working  each  in  his  own  field.  ThuaJi^e-^mve 
the  converse  of  the  proposition  with  which  this  section  opened ; 
namely,  that  virtually  everything  one  has  for  the  satisfaction  of 
his  wants  must  ha\c  been  produced  by  other  persons.  Produc- 
tion for  the  wants  of  others  and  dependence  on  the  production  of 
others  :  these  are  inevitable  results  of  the  modern  division  of  labor. 

These  conclusions  will  be  recognized  as  nothing  more  than  simple 
facts  of  common  knowledge.  And  it  is  likewise  common  knowledge 
that,  in  spite  of  this  radical  separation  between  producers  and  users, 
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the  products  of  industry  in  some  way  get  into  the  hands  of  those 
whose  wants  they  were  destined  to  satisfy.  But  the  full  signifi- 
cance of  this  situation  is  seldom  realized,  and  the  economic  machin- 
ery by  which  it  is  accomplished  is  exceedingly  complicated.  To 
recognize  and  understand  the  structure  and  functioning  of  this 
mechanism  is  one  of  the  principal  objects  of  the  study  of  economics 
and  is  no  slight  task. 

The  function  of  trade.  First  of  all  it  should  be  noted  that  the 
process  of  getting  goods  from  makers  to  users  involves  trade ;  buy- 
ing and  selling.  Goods  are  passed  on  from  hand  to  hand,  in  count- 
less streams  of  various  sizes  and  directions,  by  means  of  trade. 
This  relates  not  only  to  the  finished  product,  but  also  to  the  vari- 
ous stages  of  production.  The  ranch  owner  sells  cattle  to  the 
slaughterhouse  or  to  the  meat  packer ;  the  packer  sells  the  hides 
from  the  slaughtered  animals  to  the  leather  tanner.  The  tanner 
sells  leather  to  the  shoe  manufacturer,  and  he  sells  shoes  to  the 
jobber,  who  sells  them  to  the  retail  shoe  dealer,  who  sells  to  the 
customer  who  is  to  wear  the  shoes.  All  of  these  exchanges  were 
necessary  to  bring  the  one  item  of  shoe  leather  from  the  ranch  to 
the  wearer  of  shoes.  Just  as  many  exchanges  were  required  to 
obtain  the  cloth  for  the  lining  of  the  shoes,  the  thread  for  sewing 
the  seams,  the  metal  eyelets,  the  buttons  or  laces,  etc.  And 
if  we  stop  to  consider  that  the  production  of  shoes  required  a  cattle 
ranch,  a  leather  tannery,  a  shoe  factory,  a  warehouse,  a  store, 
railroads,  motor  trucks,  typewriters,  cash  registers,  banks,  insur- 
ance companies,  and  so  on  indefinitely,  the  picture  soon  becomes  too 
wide  and  complicated  for  us  to  grasp  at  a  single  glance.  But  it  is 
evident  that  scores  or  even  hundreds  of  transactions  of  purchase 
and  sale  are  involved  in  the  production  of  any  everyday  article 
of  consumption. 

Early  example  of  exchange.  This  was  not  always  so.  Ex- 
change, thus  insinuating  itself  into  every  stage  of  the  processes  of 
production  and  distribution,  is  a  comparatively  modern  institution. 
Among  primitive,  savage,  and  barbarous  peoples  there  is  very  little 
exchange.  Many  of  their  important  possessions  are  owned  in 
common  by  the  whole  tribe.     So  far  as  there  is  personal  ownership, 
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the  things  owned  are  generally  the  products  of  their  owner's 
efforts  in  the  hunt  or  in  crude  pastoral  or  agricultural  pursuits. 
All  are  engaged  in  much  the  same  occupations;  there  is  little 
or  no  specialization  and  hence  little  reason  for  an  exchange  of 
products. 

The  great  nations  of  antiquity,  such  as  Egypt,  Persia,  Assyria, 
Phoenicia,  Greece,  and  Rome,  rose  to  a  high  level  of  civilization. 
The  exchange  of  goods  in  the  modern  sense  however  was  scarcely 
present.  Articles  of  everyday  use,  food,  clothing,  shelter,  etc., 
were  generally  produced  by  the  common  effort  of  the  tribe  or  clan 
or  family.  The  products  of  such  industry  went  into  a  common 
family  or  tribal  store,  out  of  which  each  received  his  share  under  the 
authority  of  the  patriarch  or  chief.  There  was  little  individual 
ownership  of  wealth.  The  tribe  or  family  was  largely  self-suflBcient 
and  also  generally  similar  in  its  products  and  needs  to  the  neighbor- 
ing groups.  There  was,  it  is  true,  a  considerable  trade  in  foreign 
products,  obtained  through  the  agency  of  travelling  merchants  in 
exchange  for  the  staple  products  of  the  nation.  The  goods  thus 
received  were  generally  in  the  nature  of  luxuries :  silks  and  other 
delicate  fabrics,  wines,  oils  and  perfumes,  jewels,  rare  articles  of 
food,  slaves,  etc.  They  were  obtainable  only  by  the  few  chiefs  and 
leaders  and  persons  of  wealth  and  station.  The  ordinary  economic 
life  of  the  masses  of  the  people  was  little  affected  by  this  trade. 

The  beginning  of  modem  trade.  During  the  period  of  the 
Middle  Ages  the  self-sufficiency  of  the  small  group,  family,  or  tribe, 
was  even  more  conspicuous  than  among  the  nations  of  civilized 
antiquity.  The  typical  economic  unit  was  the  manor  as  it  existed 
in  Europe,  an  interesting  type  of  economic  organization  which 
has  been  described  in  an  earlier  chapter.^  The  reader  will  recall 
that  there  was  practically  no  buying  and  selling  among  the  vari- 
ous members  of  the  manor  and  that  the  self-sufficiency  and  isola- 
tion of  the  manor  were  such  that  there  was  little  trade  with  the 
outside.  Tt  will  aIf^  ^'^  r'onn]]f^r]  from  this  previous  chapter  that 
the  rise  of  the  medieval  town  was  the  real  starting  point  for  the 
development  of  division  of  laljor,  specialization,  and  trade^  The 

1  See  Chapter  III. 
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town  craftsmen  and  merchants  were  specialists.  There  was  divi- 
sion of  labor  between  themselves  and  between  the  town  and  the 
neighboring  country  districts.  Trade  thus  became  a  necessity. 
The  residents  of  the  town  exchanged  the  products  of  their  industry 
among  themselves,  and  town  and  country  exchanged  with  each 
other.  Local  products  were  even  exchanged  for  the  products  of 
neighboring  communities  and  for  exotic  merchandise  from  distant 
lands.  Thus  came  the  beginning  of  trade  and  with  it  the  first 
examples  of  a  marketing  organization. 

The  traders.  The  ordinary  retail  trade  of  the  medieval  to^wTi 
was  in  the  hands  of  the  traders  or  merchants,  whose  status  and 
organization  have  already  been  described.  They  maintained  small 
shops  or  booths,  to  which  came  the  citizens  of  the  town  to  purchase 
all  kinds  of  articles,  farm  produce  from  the  country  district,  prod- 
ucts of  the  town's  industries,  and  "  foreign  "  wares  brought  in 
from  other  towns  or  other  countries.  It  must  be  remembered 
however  that  the  craftsmen  also  generally  had  small  shops  or 
booths  in  the  front  of  their  houses,  where  they  sold  the  products 
of  their  crafts  to  the  townspeople.  They  also  made  goods  "  to 
order  "  for  their  customers.  Manufacture  and  trade  were  thus 
not  entirely  separate,  especially  at  the  beginning. 

The  merchant  class  did  not  confine  its  activities  to  local  retail 
trade.  Besides  the  local  shopkeepers  there  were  travelling  mer- 
chants. They  performed  the  function  of  carrying  the  surplus 
product  of  the  town's  manufacturing  industries  to  other  towns  and 
other  countries  for  sale.  And  they  brought  back  to  their  home 
town  a  great  variety  of  foreign  products  purchased  in  the  neighbor- 
ing towns  or  in  more  distant  parts  of  the  country  or  even  in  foreign 
lands.  The  travelling  merchant  of  the  ^Middle  Ages  has  his  parallel 
in  the  modern  peddler,  whose  horse-drawn  wagon,  filled  within 
and  bristling  on  the  outside  with  a  bewildering  collection  of  pots 
and  pans,  brooms  and  knives,  dress  goods  and  toys,  and  countless 
other  articles,  was  once  a  familiar  visitor  in  every  American  village 
and  farmside  and  who  even  now  may  occasionally  be  encountered 
on  the  roads  of  the  more  backward  country  regions.  He  is  a  relic 
of  the  type  of  traveling  merchant  who  in  the  Middle  Ages  furnished 


THE   ORGANIZATION   OF   MARKETING  151 

the  one  essential  link  between  the  products  and  the  consumers 
of  different  towns  and  different  nations. 

The  town  market.  The  centre  of  the  marketing  organization  of 
the  Middle  Ages  was  the  town  market,  established  in  every  town. 
Its  principal  function  was  to  facilitate  trade  between  the  towns- 
people and  the  residents  of  the  surrounding  country.  The  market 
was  a  necessity  because  trade  was  still  on  so  small  a  scale  and  so  im- 
perfectly organized.  Today  a  farmer  goes  to  town  whenever  he 
has  produce  to  sell  and  finds  it  convenient  to  make  the  trip.  He 
can  always  count  on  finding  a  wholesale  merchant  or  broker  to 
whom  to  sell  his  produce.  He  is  also  sure  of  finding  retail  stores 
always  open  and  ready  to  sell  him  any  ordinary  thing  that  he  may 
want  in  the  way  of  local  or  imported  products.  In  the  medieval 
town  there  was  not  enough  trading  to  call  forth  these  facilities. 
It  was  therefore  agreed  between  townspeople  and  country  folk  to 
set  aside  certain  days  upon  which  to  meet  at  a  certain  place  for  the 
mutual  exchange  of  their  wares.  Thus  originated  the  "  market," 
the  "  market-place,"  and  the  "  market-day." 

Markets  very  similar  to  those  of  the  medieval  town  may  be 
found  today  in  many  cities  of  Europe  and  the  United  States.  For 
example  certain  streets  or  squares  are  often  set  aside  for  the  prod- 
uce market.  Here  gather  each  morning  or  on  certain  days  the 
truck  gardeners  of  the  region  surrounding  the  city,  each  with  his 
wagon  or  motor  truck  loaded  with  vegetables  and  other  produce. 
Here  come  the  agents  of  the  city  grocery  and  provision  stores,  the 
commission  brokers,  the  representatives  of  hotel  and  club  stewards, 
and  occasional  thrifty  housewives,  to  make  their  purchases.  In 
some  cities  the  market  is  inside  a  building,  in  which  are  rows  of 
stalls,  booths,  and  tables  for  the  sale  of  various  products.  Certain 
specialized  markets  will  often  be  found,  such  as  fish  markets,  flower 
markets,  etc.  In  some  of  the  more  backward  countries  of  Europe 
and  of  South  America  the  town  market  is  of  much  greater  impor- 
tance than  in  the  United  States  and  bears  a  closer  resemblance  to 
the  medieval  institution.  Often  it  is  not  continuous  or  daily,  but 
is  held  only  on  certain  days  of  the  week,  Sunday  morning  being  a 
favorite  time.     As  in  the  medieval  towns,  these  markets  serve  as 
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the  meeting  place  for  the  exchange  of  town  and  country  produce 
and  are  an  important  part  of  the  economic  Ufe  of  the  community. 
But,  while  this  sort  of  market  may  be  a  fairly  common  and  some- 
times important  institution  in  modern  times,  in  the  medieval  town 
it  was  universal  and  all-important. 

The  medieval  fair.  Anoth£i.jaid-ia-t£ade  ifl.  the  m_fidieval  period 
was  the  "  f^^^"  The  holding  ofa  fair  generally  required  permis- 
sion from  the  king  in  the  form  of  a  specTaT  chart  err  'SucK'chafTers 
were  granted  to  feudal  lords  or  high  church  dignitaries.  Fairs 
were  usually  held  only  at  important  places,  especially  at  cities 
which  were  junction  points  in  the  national  routes  of  trade  and  travel 
and  at  the  important  ecclesiastical  centres.  They  were  generally 
held  in  connection  with  some  gathering,  frequently  a  religious  festi- 
val, which  brought  large  crowds  of  people  together  from  a  more  or 
less  widely  extended  territory.  The  fair  might  last  for  any  period 
from  a  few  days  up  to  six  weeks  or  more.  Certain  of  the  great 
fairs,  held  regularly  at  stated  dates  each  year,  came  to  be  national 
or  even  international  institutions,  attracting  great  numbers  of 
important  merchants  from  far  distant  places  in  addition  to  the 
lo.cal  traders  and  populace.  The  fair  was  an  occasion  for  social 
diversion  and  merrymaking,  as  well  as  for  business.  Besides  the 
booths  and  stalls  of  the  traders,  there  were  side  shows,  wild  animals, 
trained  dogs,  magicians,  musicians,  and  "  freaks,"  resembling 
closely  the  side  show  attractions  clustered  about  the  main  tent  of  a 
modern  American  circus. 

The  duke  or  bishop  under  whose  auspices  the  fair  was  conducted 
generally  endeavored  to  make  the  fair  popular  and  to  promote  its 
growth  in  every  possible  way.  He  frequently  secured  for  the  visit- 
ing merchants  exemption  from  the  customary  tolls  and  taxes, 
immunity  from  attachment  of  the  person  for  debt,  and  a  general 
freedom  from  the  prevailing  restrictions  upon  trade.  Hence  the 
fairs  often  caiiK-  to  hv  the  o\\\\  places  where  there  wa-  any  approacli 
t2-X£aJ.-iceedum  vi  trade,  and  thuy  were  coii-eciueiitly  known  as 
*' free  fairs."  The  iiol)lej)atron  abo  wa-  aetix'e  in  (•oiii])e]liii,t:  fair 
^dealing  among  the  traders,  enforcing;  eoiitraet>,  and  jjroteerinii; 
purchasers  from  fraud,  l)y  a  great  \aricty  of  rules  and  regulations. 
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Special  constables  and  even  sx^ecial  sheriffs  and  courts  were  present 
to  enforce  the  rules  of  the  fair.  Fairs  in  which  the  freedom  of 
trade  was  j)articularly  liberal  and  the  regulations  especially  fair 
and  well  enforced  gained  a  deserved  reputation  and  flourished 
accordingly.  It  should  b£.i£cognize(l  that  the  motives  of  the  noble 
patron  were  not  entirely  disinterested.  Special  fees  and  taxes  were 
collected  from  the  merchants  who  traded  at  the  fair.  The  patron 
of  the  fair  was  often  granted  a  monopoly  privilege,  tlirough  which 
trading  elsewhere  than  within  the  fair  grounds  was  forbidden 
during  the  period  of  the  fair.  The  revenue  of  a  large  fair  was 
7requently_a  handsome  sum. 

These  great  fairs  thus  became  the  regular  meeting  places  of 
merchants  and  traders  from  far  and  near.  They  furnished  a  clear- 
ing house  for  all  the  wares  that  entered  into  the  national  and  inter- 
national connnerce  of  Europe,  such  as  silks,  fine  fabrics  of  wool  and 
linen,  leather,  skins  and  furs,  jewels  and  various  manufactured 
articles,  wines,  spices,  foreign  foodstuffs,  animals,  and  slaves. 
JJpFP  the  merchants  from  tlie  neighboring  towns  could,  in  return 
foi^theirhumf  town  products,  purchase  foreign  wares  to  take  back 
and  sell  in  the  local  markets.  -    "  - 

Of  course  the  fair  is  not  unknown  today.  In  certain  of  the 
more  backward  countries,  such  as  Russia,  great  fairs  still  exist, 
organized  on  the  medieval  model  and  performing  a  similar  function. 
In  the  United  States  the  fair,  while  still  a  trading  device  of  some 
importance,  has  come  to  be  more  of  an  institution  for  exhibition 
and  entertainment,  though  its  advertising  possibilities  are  fully 
appreciated  by  the  manufacturer  and  merchant  and  in  this  way 
it  serves  the  ends  of  trade.  The  modern  fair  in  most  progressive 
countries  is  only  a  dim  reminder  of  past  greatness.  ,— ^ 

Transition  to  the  present  time.  We  have  now  before  us  the 
picture  of  the  beginning  of  trade  in  Europe  during  the  latter  part 
of  the  period  which  we  call  the  Middle  Ages,  say  from  about  the 
year  1000  to  the  end  of  the  fifteenth  century,  a  period  whose 
general  economic  organization  we  have  studied  in  an  earlier 
chapter.^     How  great  an  advance  this  was  over  the  condition  of 

»  See  Chapter  III. 
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family  or  tribal  self-sufficiency  and  absence  of  trade  which  went 
before  will  be  appreciated.  On  the  other  hand  it  will  equally  be 
recognized  that  it  is  a  long  cry  from  the  economic  situation  of  the 
late  Middle  Ages  to  the  infinitely  complex  organization  of  indus- 
trj^  and  exchange  which,  as  we  have  seen,  is  the  characteristic 
feature  of  the  modern  economic  system.  The  record  of  how  the 
regime  of  division  of  labor  and  exchange,  painfully  emerging  from 
the  lethargy  of  the  Middle  Ages,  developed  step  by  step  into  the 
modern  system,  is  an  interesting  story.  For  our  present  pur- 
pose however  it  is  not  necessary  to  study  the  various  steps  of  this 
evolution.  We  may  pass  at  once  to  a  survey  of  the  marketing 
organization  of  the  present  day. 

Present-day  importance  of  marketing.  Broadly  speaking  the 
subject  of  marketing  embraces  the  study  of  the  functions  and  ac- 
tivities of  all  those  who  are  engaged  in  purveying  or  in  assisting 
in  purveying  goods  from  those  who  extract  and  fabricate  the  mate- 
rials tf)  tliose  who  are  to  use  the  finished  products,  the  consumers. 
We  do  not  use  the  popular  phrase  "  from  producers  to  consumers," 
because  we  have  had  to  recognize  that  the  marketing  agents  are 
just  as  iniich  prodiicrrs  as  any  other-.  \\'c  inightj  if  desired,  say 
"Trom  the  creators  of  form  utility  to  the  consumers."  It  is  not 
always  easy  to  draw  a  sharp  line  between  the  marketing  agents 
and  those  who  are  creating  form  utilities,  but  that  difficulty  will 
cause  us  no  serious  embarrassment.  On  the  other  hand  it  is  clear 
that  our  classification  should  include  those  who  assist  in  financing, 
transporting,  or  insuring  goods  while  in  the  process  of  transfer. 
In  this  chapter  however  we  shall  limit  ourselves  to  the  consideration 
of  those  who  are  engaged  principally  in  buying  and  selling  goods  for 
the  sake  of  the  profit  which  may  be  obtained  thereby;  i.e.,  to 
the  traders. 

Marketing  in  the  present  day  has  attained  to  a  degree  of  impor- 
tance and  attracted  a  measure  of  attention  on  the  part  of  business 
men  and  others  which  are  without  parallel  in  any  previous  age. 
The  fundamental  causes  of  this  development  may  be  understood 
by  reference  to  some  of  the  features  of  modern  industrial  life  with 
which  the  reader  is  now  familiar.     Present-day  manufacturing  is 
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^1)  capitalistic  or  roundabout,  (2)  on  a  large  scale,  and  (3)  highly 
specialized.  Production  is  therefore  for  a  market  which  is  future, 
distant,  and  indeterminate  in  size.  The  village  cobbler  has  no 
such  problems  as  the  modern  large  scale  manufacturer  in  determin- 
ing the  scope  of  his  activities  or  in  disposing  of  his  product.  His 
neighbors  drop  in  and  order  shoes,  and  he  quotes  a  price  which  he 
knows  will  be  renmnerative.  The  manufacturer  of  shoes  in  Lynn 
is  not  making  them  for  Lynn  only,  nor  yet  for  the  people  of  Massa- 
chusetts or  even  of  the  United  States.  His  market  is  limited  by 
no  geographical  bounds ;  wherever  shoes  are  worn  he  either  does 
or  might  sell  them. 

For  months  previous  to  placing  shoes  for  spring  and  summer  on 
the  market  he  must  have  been  engaged  in  manufacturing  them. 
But  in  order  to  start  manufacturing,  machinery  and  equipment 
must  be  in  existence  and  must  therefore  have  been  in  the  process 
of  production  for  several  years.  With  such  an  interval  between 
the  initial  stages  of  production  and  the  satisfaction  of  the  wants 
of  the  consumer  there  is  inevitable  opportunity  for  miscalculation. 
We  have  observed  in  a  previous  chapter  that  the  factor  which 
determines  how  much  the  shoe  manufacturer  will  produce  is  the 
relation  between  the  price  he  can  get  for  the  article  and  the  prices 
which  he  has  to  pay  to  get  the  shoes  made  —  the  prices  of  leather, 
labor,  etc.  But  prices  change,  and  after  he  has  started  his  pro- 
duction for  a  given  season  they  may  drop  to  an  unprofitable  level. 
Any  information  which  will  shed  light  on  the  probable  condition 
of  the  market  will  have  its  influence  on  prices  and  will  therefore 
enable  price  to  be  a  more  effective  regulator  of  production.  And  if 
this  is  true  of  a  good  which  is  capable  of  yielding  immediate  enjoy- 
ment, how  much  more  so  of  a  good  which  is  intermediate  in  the 
production  of  that  good.  Knowledge  of  markets  and  marketing 
conditions  is  therefore  of  vital  importance  in  bringing  about  a 
nice  adjustment  of  production  to  consumption. 

Marketing  methods  have  assumed  a  greater  degree  of  impor- 
tance relative  to  the  other  branches  of  production.  In  the  latter 
most  of  the  processes  and  methods  are  more  or  less  the  common 
property  of  all  producers,  although  each  new  improvement  may 
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give  a  temporary  advantage  to  one  producer  and  is  therefore 
eagerly  sought.  Yet  there  is  a  greater  degree  of  stability  in  manu- 
facturing than  even  thirty  years  ago.  Producers  today  are  less 
jealous  in  guarding  their  business  secrets  than  formerly,  and  inde- 
pendent institutions  of  research,  such  as  the  Harvard  Bureau 
of  Business  Research  and  others,  make  public  the  methods  of 
internal  organization  which  have  proved  most  successful.  On  the 
other  hand  the  producer  is  coming  to  rely  more  and  more  on  secur- 
ing a  wider  market  for  his  goods  by  effecting  economies  in  his 
method  of  distributing  his  product,  and  he  is  further  impelled  to  do 
so  by  the  fact  that  the  only  way  that  may  be  open  to  him  to  reduce 
the  unit  cost  of  manufacturing  is  to  expand  present  markets  or  to 
develop  new  ones.  If  he  can  market  his  goods  more  efficiently  he 
can  reduce  the  price ;  if  he  reduces  the  price  he  can  sell  more  goods ; 
if  he  can  sell  more  goods  he  can  secure  economies  from  large  scale 
production  —  and  so  the  cycle  starts  over  again.  Hence  we  find 
the  manufacturer  ever  ready  to  try  out  innovations  in  marketing 
methods,  both  in  domestic  and  in  foreign  trade. 

The  consumer  is  no  whit  less  interested  in  marketing  problems. 
The  difference  between  the  price  which  the  farmer  receives  for  his 
milk  or  the  manufacturer  for  his  automobile  tires  and  the  price 
which  the  consumer  pays  the  retailer  sometimes  seems  to  him  out- 
rageous. He  views  the  toll  which  the  middlemen  exact  as  extor- 
tion and  wants  something  done  about  it.  His  interest,  be  it  noted, 
is  of  less  importance  in  shaping  marketing  organization,  but  that 
it  is  not  negligible  can  be  seen  in  the  phenomenal  development  of 
,lllfijDaail-order  houses. 

Marketing  functions:  assembling.  IMarketing  has  been  defined 
in  general  terms  ;  it  will  be  useful  to  classify  and  describe  the  func- 
tions which  can  properly  be  called  marketing  functions.  The  first 
of  these  is  assembling.  This  involves  the  collecting  of  goods  from 
a  variety  of  sources.  It  may  be  a  simple  matter,  as  when  the  bulk 
of  the  production  is  handled  by  a  few  large  manufacturers,  or  it 
may  be  more  difficult  and  call  for  more  painstaking  work,  as  when 
the  good  has  to  be  collected  from  a  large  number  of  small  scale 
producers.     Tea  in  India  and  Ceylon  is  produced  on  large  planta- 


THE    ORGANIZATION   OF   MARKETING  157 

tions  owned  by  large  companies ;  in  China  it  is  grown  by  small  tea 
planters,  and  the  task  of  collecting  it  in  the  latter  case  is  infinitely 
more  difficult  than  in  the  former.  To  perform  this  function  suc- 
cessfully, and  by  this  we  mean  profitably,  a  careful  study  of  mar- 
kets and  marketing  conditions  is  requisite  in  order  to  determine 
what  factors  may  influence  the  volume  of  production  and  therefore 
the  price.  Climatic  changes,  such  as  prolonged  wet  weather  or 
prolonged  drought  in  any  large  producing  area,  determine  the  keen- 
ness of  competition  among  those  performing  this  function  and 
influence  the  price  which  they  are  willing  to  pay.  In  1891  there 
was  a  total  failure  of  the  wheat  crop  in  South  Russia,  and  in  France 
a  serious  harvest  shortage,  while  the  United  States  enjoyed  the 
largest  crop  in  its  history  up  to  that  time.  The  effect  of  the  dis- 
closure of  this  situation  on  the  activities  of  those  buying  wheat 
from  the  farmers  can  easily  be  imagined.  Local  disturbances, 
which  may  have  a  decided  influence  on  production  and  trade,  have 
to  be  considered.  Thus  the  revolution  in  Sao  Paulo,  Brazil,  in  1924 
affected  the  price  of  coffee.  Labor  troubles  may  tie  up  the  pro- 
ductive or  transportation  system  in  an  important  producing  coun- 
try and  cause  a  temporary  realignment  of  the  important  producing 
countries.  The  strikes  which  have  been  of  frequent  occurrence  in 
American  coal  mines  have  diverted  coal  from  other  producing  coun- 
tries to  this  country.  The  one  who  most  successfully  performs 
this  function  is  the  one  wholoresees  the  event  before  the  crisis 
occurs  and  who.  in  the  e.cnt  that  habitual  sources  of  supply  are 
closed^tcrhim,  secures  a  stock  from  other  sources  while  yet  there 
is  time.  ,^^ n^ 

Storing.  Goods  cannot  be  passed  on  directly  from  manufac- 
turer to  consumer  except  in  a  few  instances ;  in  the  majority  of 
cases  someone  else  must  store  them  while  they  are  being  gradually 
used  up.  Few  consumers  for  example  are  willing  to  buy  a  winter's 
supply  of  flour.  They  prefer  to  buy  it  as  they  need  it,  and,  as  was 
seen  in  the  hoarding  of  sugar  during  the  World  War,  only  fear  of 
privation  or  of  extraordinary  rise  in  prices  will  induce  them  to  do^ 
otherwise. 

The  assumption  of  risk.     It  is  a  rather  obvious  statement  that 
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all  business  involves  risk,  but  its  truth  is  frequently  overlooked, 
"and  the  logical  deductions  to  be  drawn  from  it  are  little  understood. 
In  marketing  there  is  the  risk  of  loss  by  fire  or  theft,  the  danger  that 
it  may  be  impossible  to  sell  goods  at  a  profit,  the  possibility  of  loss 
through  uncollectible  accounts.  Someone  must  bear  these  risks. 
The  early  merchant  assumed  most  of  them ;  the  present  middle- 
men try  to  shift  them  to  others  when  they  can.  Insurance  com- 
panies are  organized  to  assume  the  risks  of  fire  and  theft,  and  some 
companies  will,  at  a  price,  shoulder  an}'  risk.  Others  remain  on 
thg  middlemen  or  on  other  producers. 

Rearrangement.  The  wool  which  is  collected  from  a  number 
of  small  ranches  must  be  sorted,  graded,  and  packed  for  shipment. 
Before  it  is  used  it  may  be  combined  with  other  lots  and  perhaps 
be  regraded  and  repacked.  Wheat  received  from  the  farmer  must 
be  cleaned  and  graded ;  coffee  shipped  in  bulk  from  Brazil  under- 
goes the  same  treatment ;  and  even  manufactured  goods  are  not 
always  ready  to  be  sold  to  the  consumer  in  the  form  in  which  they 
are  received  from  the  manufacturer,  but  must  be  marked  and 
packed.  This  task  of  grading,  sorting,  and  packing  is  called  rear- 
rangement and  is  by  no  means  an  unimportant  part  of  the  middle- 
man's functions. 

Selling.  The  consumer  must  be  told  of  the  existence  of  a  prod- 
uct, and  in  many  cases  he  must  be  educated  into  wanting  it. 
Furthermore,  he  must  be  induced  to  believe  that  goods  put  out  by 
Jones  &  Company  are  much  superior  to  those  put  out  by  Smith  & 
Company.  Personal  solicitation,  solicitation  through  the  mails, , 
and  advertising  all  plav  an  important  and,  it  mav  be  added,  an 
v\\)v\\s\\v  role. 

Transportation.  This  is  a  function  of  very  great  importance, 
for  the  degree  to  which  transportation  facilities  are  developed 
determines  the  size  of  the  market  and  to  some  extent  the  nature  of 
the  marketing  organization.  In_.this  section  we  shall  assume  tb^t^ 
adequate  transportation  facilities  are  provided  by  other  agencies 
than  the  strictly  merchanrlising  middlemen.  Only  where  such 
middlemen  carry  on  this  function  themselves^  as  in  trucking,  shall 
weTiere  treat  of  this  function. 
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Financing.  The  system  of  deferred  payments  is  almost  invari- 
ably found  in  one  form  or  another  in  marketing  goods.  Someone 
in  the  chain  of  producers  will  be  found  unable  to  make  immediate 
payment  for  the  goods  he  purchases.  The  wholesale  merchant 
may  have  sufficient  resources  of  his  own  to  extend  credit  to  the 
retailer,  but  frequently  he  can  do  so  only  if  another  comes  to  his 
assistance. 

The  extension  of  credit  is  still  an  important  function  of  the 
middleman,  but  in  the  modern  organization  it  has  in  large  measure 
been  transferred  to  specialized  agents.  The  commercial  hflr)]cs. 
the  discount  houses,  the  note  brokers^  and  others  are  able  by  gath- 
ering together  the  savings  of  many  to  extend  credit  to  the  merchant 
or  the  manufacturer  and  thus  facilitate  the  continuous  flow  of 
goods  to  the  consumer.  The  part  which  they  play  is  one  of  great 
significance,  but  the  consideration  of  the  nature  of  their  operations 
must  be  deferred  to  later  chapters  in  our  study. 

Marketing  agents  :  the  retailer.  In  this  brief  survey  we  have 
examined  the  marketing  functions ;  we  may  now  direct  our  atten- 
tion to  the  various  agents  that  are  instrumental  in  the  performance 
of  these  functions.  *^  '"  "N 

The  retailers  form  the  largest  and  in  some  respects  the  most 
important  group  of  middlemen.  They  are  in  closest  touch  with  the 
consumers  and  should  know  the  probable  quantities  of  different 
goods  which  may  be  sold  at  various  prices  to  their  customers. 
In  any  case  the  other  groups  of  middlemen  have  to  rely  on  them 
to  gauge  the  market,  and  they  look  upon  the  orders  which  the 
retailers  pass  on  as  one  of  the  most  reliable  indices  of  business^ 
conditions. 

Tlie  old-fa-liioned  retail  store,  which  still  exists,  is  compelled  to 
deal  in  alnio-t  every  known  article  from  groceries  to  millinery.  In 
a  small  village  one  i-  able  to  -et  a  lar-e  enout^^h  volume  of  busi- 
ness to  yield  a  profit  only  by  appealing  to  many  different  needs. 
With  growth  m  the  voliune  of  trade  it  has  been  possible  to  concen- 
trate on  one  or  more  lines  of  business,  and  the  modern  specialty 
shop  has  appeare.l.  Thu>  the  -elhn.ir  of  elothing  and  food  in  the 
same  shop  has  pretty  generally  been  given  up,  and  even  in  the 
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selling  of  clothing  there  has  developed  specialization  in  men's  and 
women's  clothing,  to  mention  only  two  examples.  There  is  a  real 
advantage  to  the  retailer  and  to  the  public  in  such  specialization  if 
the  volume  of  business  is  large  enough  to  warrant  it,  for  the  retailer 
has  the  chance  to  buy  larger  quantities  at  a  lower  unit  price,  and 
the  consumer  gains,  possibly  through  lower  prices,  but  certainly 
through  more  eflScient  service  and  a  wider  range  of  goods  from 
which  to  choose. 

Tlie  modern  department  store  represents  a  sort  of  magnified 
country  store  in  the  bewildering  array  of  goods  which  it  carries, 
)ut  it  has  gone  beyond  the  scope  of  the  ordinary  retailer  and  has 
y  assumed  some  of  the  functions  of  the  wholesaler  in  that  it  may  deal 
'directly  with  manufacturers  and  maj-  regularly  send  its  own  buying 
agents  abroad.  It  may  even  engage  in  the  manufacture  of  some 
goods  which  it  sells. 
Chain  stores  and  mail  order  houses.  Perhaps  the  most  signifi- 
cant development  in  retail  marketing  organization  within  recent 
years  has  been  the  growth  in  the  number  and  volume  of  sales  of 
chain  store  companies  in  various  lines  of  trade.  Even  in  a  city  of 
modest  size  is  now  to  be  found  a  drug  store,  a  grocery  store,  a 
gasoline  station,  or  some  other  store  belonging  to  a  company  which 
may  operate  from  ten  to  several  thousand  similar  stores  hi  other 
cities ;  well  known  examples  are  the  United  Cigar  Stores  Company 
of  America,  with  3,136  stores  in  1920,  F.  W.  Woolwqrth  Comp^ja^y, 
a^ith  1,581  stores  iu  1927,  the  J.  C.  Penny  Company,  with  930 
stores  ill  1927,  the  Great  Atlantic  and  Pacific  Tea  Company,  and 
many  others. 

The  volume  of  sales  of  chain  stores  is  not  only  large,  but  it  has 
been  increasing  rapidly  during  the  past  decade,  as  is  shown  by  the 
table  on  the  following  page. 

While  detailed  information  respecting  the  part  which  chain  stores 
play  in  the  economic  life  of  the  nation  as  a  whole  is  lacking,  it  is 
clear  that  this  growth  has  in  part  at  least  been  at  the  expense  of 
the  older  tjT^e  of  retail  store.  A  study  by  tlie  bureau  of  the  Census 
in  eleven  cities  for  the  year  1926  showol  tliai  the  chain  store  saleT" 
amounted  to  30.66  per  cent  of  the  total  retail  trade  in  Atlanta, 
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Chain  Store  Sales  —  Annual  Indexes 
(Monthly  average  1923-1925  =  100) 


Year 

Grocery 

5  and  10 
cent 

Wearing 
apparel 

Drug 

Cigar 

Shoe 

Candy 

1919 
1923 
1925 
1927 

45 

85 

118 

174 

53 

88 

113 

138 

36 

83 
119 
189 

64 

93 

109 

143 

72 

98 

102 

110 

76 

93 

106 

115 

53 

93 
106 
119 

37.13  per  cent  in  Clii('a<;(>,  22.57  in  San  Francisco,  and  6.34  per  cent 
in  Fargo,  N.  1).  I>»  uiuuiiu  ,-.  in  management,  in  purchasing,  in  con- 
trol of  inventories  and  the  ehmination  of  delivery  expenses  and 
credit  losses  have  enabled  the  chain  store  to  offer  goods  at  prices 
which  many  of  the  unit  stores  cannot  successfully  meet. 

Another  intirestiug  innovation  in  retail  merchandising  is  the" 
mail  order  house,  which  originally  sold  entirely  by  catalogue  chiefly 
to  customers  in  rural  districts.  The  mail  order  house  took  ad- 
vantage of  the  fact  that  the  local  store  could  not  possibly  carry  a 
stock  of  goods  adequate  to  meet  all  the  needs  of  its  circle  of  cus- 
tomers- and  of  the  fact  that  until  quite  recent  years  the  larger 
trading  centers  were  not  accessible  to  the  rural  consumer.  Econ- 
omies in  purchasing  and  in  selling  also  enabled  them  to  quote  prices 
which  in  many  instances  the  local  merchant  could  not  meet.  The 
result  has  been  that  the  mail  order  houses  have  built  up  an  enor- 
mous business;  in  1927  four  companies  sold  over  a  half  billion^ 
dollars'  worth  of  goo<ls. 

While  the  mail  order  business  in  the  past  decade  shows  an  in- 
crease, it  has  not  been  so  rapid  as  that  of  the  chain  stores,  and  in 
one  period,  1921-1923,  there  was  a  decline.  It  seems  to  be  true 
that  one  of  the  factors  which  has  aided  the  chain  stores,  the  con- 
struction of  good  roads  and  the  growth  in  the  use  of  the  automobile, 
has  had  an  adwiM'  efl^ect  upon  the jmail  order  houses.  People 
prefer  to  see  the  ^oods  whicli  they  are  buying,  and  many  who  pre- 
viously were  virtually  isolated  find  it  possible  to  drive  thirty  or 

»  Chamber  of  Comnierco  of  the  Luidd  States,  Domestic  Distribution  Depart- 
ment. Retail  and  Wholesale  Trade.  Washington.  May,  1928. 
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(^  fifty  miles  or  even  further  to  a  large  trading  center.     Probably  to 

counteract  the  eflects  of  this  change  in  the  retail  trading  area, 

^Montgomery  Ward  and  Company  and  Sears,  Roebuck  and  Com- 

)any  have  opened^  department  stores  and  smaller  stores.     In  1929 

'the  former  was  reported  to  be  operating  more  than  400  retail 

stores,  while  Sears,  Roebuck  and  Company  was  said  to  have  over 

)0  stores  in  its  chain. 

The  place  of  the  local  store.  In  spite  of  the  economies  of  the 
forms  of  retail  organization  mentioned  above,  the  small  store  per- 
sists and  seems  likely  to  remain  an  important  part  of  the  distrib- 
uting organization.  Acknowledged  by  most  investigators  to  be 
the  least  efficient  of  all  the  marketing  agencies,  charging  in  many 
cases  higher  prices  than  elsewhere,  it  persists  because  many  people 
prefer  to  shop  there.  Tlie  only  explanation  there  can  be  is  that 
it  gives  a  service  for  which  society  is  willing  to  pay  and  appeals  to 
a  feeling  which  is  widespread.  It  is  the  feeling  to  which  appeal 
is  made  in  the  "  Neighborhood  Store  "  signs  placed  so  conspicu- 
ously in  street  cars  in  many  cities.  The  ordinar}'  individual  likes 
to  trade-Fhere  he  is  known  and  where  the  proprietor  without  being 
told  gives  him  the  particular  brand  of  cigar  he  uses  or  the  mornings 
paper  he  habitually  reacTs.  It  soothes  his  vanity.  He  further- 
more expects  and  gets  service  which  is  not  given  to  ev'ery  newcomer. 
The  proprietor  of  a  drug  store  does  not  feel  quite  so  annoyed  when 
one  who  wakes  him  in  the  early  hours  of  the  morning  for  medicine 
turns  out  to  be  an  old  customer ;  the  owner  of  the  garage  where 
one  has  his  repairs  attended  to  drops  work  on  the  car  of  the  stranger 
and  attends  to  the  wants  of  his  regular  customer.  The  small 
local  store  is  also  generally  more  liberal  in  granting  credit  to  its 
customers. 

The  retailers*  functions.  The  retail  store  of  moderate  size 
usually  performs  few  or  none  of  the  tasks  of  assembling  or  rear- 
rangement, but  buys  the  goods  in  the  form  desired.  To  some 
extent  goods  must  be  kept  in  stock,  but  the  careful  retailer  keeps 
his  stocks  as  small  as  possible  in  order  to  avoid  the  risk  of  price 
fluctuations,  to  be  sure  that  his  stock  of  goods  is  fresh,  and  to  keep 
his  investment  in  goods  at  as  low  a  figure  as  possible.     He  may 
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do  some  financing  through  the  extension  of  credit  to  customers, 
although  success  in  retail  trading  is  based  to  a  great  extent  on  cash 
transactions.     The  margin  of  profit  is  so  small  that  the  retailer 
cannot  generally  run  the  risk  of  bad  debts.     On  the  other  hand  he 
is  frequently  in  debt  to  the  middlemen  from  whom  he  has  bought 
goods,  and  he  may  stay  in  debt  from  one  year's  end  to  the  other,  \ 
except  possibly  for  a  few  days  when  a  complete  settling  of  the    \ 
account  may  be  required.     If  he  delivers  goods  to  the  customers'   j 
homes,  transportation  should  be  included  in  the  list  of  his  activities^ 

The  department  store  and  the  other  large  scale  retail  agencies 
perform  more  of  the  marketing  functions  than  the  ordinary  retailer. 
Assembling  and  rearrangement  may  be  fairly  important  features 
of  their  business,  selling  is  usually  more  highly  developed,  advertis- 
ing and  mail  campaigns  play  a  role  of  some  importance,  and  the 
sales  force  of  a  department  store  is  given  training  in  the  arrange- 
ment of  goods  in  the  store,  in  the  line  of  goods  being  sold,  and  in 
sales  methods  generally. 

That  the  retail  stores  offer  services  which  the  public  wants  and 
for  which  it  is  willing  to  pay  is  so  patent  as  to  need  little  elabora- 
tion. They  seem  almost  indispensable  as  a  means  of  spreading 
goods  before  the  public  eye.  Even  in  the  relatively  rare  cases 
where  the  manufacturer  attempts  to  reach  the  consumer  directly, 
there  is  not  an  elimination  of  the  retail  store  element  —  it  is  merely 
assumed  by  the  manufacturer  in  addition  to  his  other  operations. 
The  Douglas  Shoe  Company  for  example  runs  a  number  of  retail 
shoe  stores  for  the  exclusive  sale  of  shoes  of  its  own  manufacture. 
But  even  in  the  event  that  no  formal  retail  stores  are  operated, 
there  must  be  an  elaborate  retail  department  in  connection  with 
the  factory  and  considerable  expense  incurred  in  soliciting  patron- 
age and  shipping  the  goods  ordered. 

The  wholesale  merchant.  There  are  many  wholesale  agencies 
of  one  sort  or  another,  such  as  the  wholesale  merchant,  the  com- 
mission merchant,  the  manufacturer's  agent,  and  the  broker.  Xl^e 
wEolesaie~merchant  purchases  goods  outright  from  the  manufac- 
turer and  sells  them  to  the  retailer,  relying  on  the  difference  be- 
tween the  buying  and  selling  prices  to  make  his  profit.     Such  a 
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wholesaler  is  sometimes  called  a  jobber.  A  jobber  formerly  was  a 
man  who  bought  in  odd  lots  and  sold  to  occasional  customers, 
whereas  the  wholesale  merchant  dealt  in  large  quantities  and  with 
an  established  clientele.  At  present  there  is  no  valid  distinction 
to  be  drawn  between  these  two  terms. 

The  wholesale  merchant  performs  many  of  the  marketing  func- 
tjons  which  the  retailer  refii$es  to  assume.  He  may  collect  goods 
from  widely  scattered  sources,  he  usually  has  to  rearrange  them, 
and  he  may  keep  large  quantities  of  goods  in  stock.  Some  whole- 
sale houses  on  the  other  hand  carry  a  very  small  stock  of  goods, 
forcing  the  manufacturer  to  assume  this  burden.  This  means  that 
not  only  the  cost  of  carrying  the  stock,  including  warehouse 
charges  and  the  interest  on  the  money  tied  up  in  the  goods,  but 
also  the  risk  of  price  fluctuations  is  borne  by  the  manufacturer. 
Where  this  situation  exists  the  wholesale  merchant  usually  refers 
orders  to  the  manufacturer  with  the  request  that  he  make  ship- 
ment from  the  factory.  The  manufacturer  tries  as  a  rule  to  keep 
his  goods  moving  from  the  factory  to  the  warehouses  of  the  mer- 
chants as  rapidly  as  possible ;  he  prefers  to  manufacture  on  the 
basis  of  orders  given  him  and  not  to  run  the  risk  which  is  inherent 
^nmanufacturing  for  an  indefinite  market. 

Selling  forms  an  important  part  of  the  wholesale  merchants' 
work.     Although  some  houses  play  a  passive  role  and  expect  their 
jcustomers  to  come  to  them,  competition  has  forced  most  houses 
to  adopt  aggressive  selling  methods,  and  we  find  them  employing  a 
large  number  of  high  grade  salesmen  and  advertising  extensively 
An  the  trade  papers.     Some  wholesale  houses  buy  unbranded  goods 
Ifrom  manufacturers  and  put  them  out  under  their  own  trade  names 
'or  brands;   others  handle  the  competing  branded  goods  of  manu- 
facturers.    In  the  former  case  the  wholesaler  has  an  incentive  to 
push  the  sale  of  his  own  goods  at  the  expense  of  competing  brands, 
^hile  in  the  latter  the  only  preference  which  he  will  show  will  be 
determined  by  the  relative  profit  in  handling  one  brand  as  com- 
pared with  another. 

In  most  cases  the  wholesaler  pays  the  manufacturer  cash  or  jts^ 
equivalent  for  the  goods  and  extends  credit  to  jtlie  rLtaikrj  thus 
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performing  a  financial  service  of  considerable  importance.  It  is 
becoming  more  common  for  the  wholesaler  to  assume  transporta- 
tion functions  also.  Many  wholesalers  ship  the  goods  from  their 
warehouses  in  their  own  trucks,  using  the  railways  only  for- dis- 
tances which  cannot  be  covered  in  a  day's  run. 

The  list  of  the  functions  which  the  wholesale  merchant  thus  per- 
forms should  convince  us  that  he  renders  services  which  neither 
the  retailer  nor  the  manufacturer  could  handle  so  successfully.  As 
a  specialized  middleman  —  and  he  may  specialize  not  only  in 
handling  goods  in  large  quantities  but  also  in  one  commodity  or  in 
a  group  of  closely  allied  commodities  —  he  has  a  knowledge  of 
markets  and  of  men  which  the  retailer  and  the  manufacturer  could 
not  acquire  except  at  greater  cost.  The  task  of  obtaining  all  the 
goods  which  the  retailer  requires  from  numerous  manufacturers, 
widely  separated  geographically,  would  be  a  difficult  and  expensive 
one  for  him.  It  is  much  simpler  to  order  all  that  he  requires  in  a 
given  line  from  the  wholesaler's  salesman,  effecting  a  saving  in 
time  and  in  clerical  expense.  The  wholesaler  receives  goods  in 
carload  lots  from  the  manufacturer,  breaks  them  up  into  convenient 
size,  and  sends  them  by  truck  to  his  many  retail  customers.  This 
means  a  great  saving  in  freight  charges  over  what  would  be  neces- 
sary were  the  manufacturer  to  ship  in  small  lots  directly  to  the 
retailer.  On  the  other  hand  the  wholesaler  is  in  a  better  position 
than  the  manufacturer,  who  makes  only  a  few  products,  to  esti- 
mate the  probable  demand  for  goods,  for  he  has  a  broad  view  of  the 
demand  for  all  articles  in  his  line  and  is  less  likely  to  be  led  astray 
by  a  change  in  the  demand  for  a  particular  article.  In  summary 
we  may  say  that  the  wholesale  merchant  relieves  the  retailer  and 
the  manufacturer  of  many  of  the  costs  and  risks  of  marketing,  thus 
permitting  each  to  specialize  in  that  branch  in  which  he  is  presum- 
ably most  efficient,  and  that  he  performs  his  services  at  a  lower  cost 
than  either  the  manufacturer  or  the  retailer  could. 

Other  wholesale  agencies.  Goods  may  proceed  directly  from 
the  manufacturer  to  the  wholesaler,  to  the  retailer,  and  to  the 
consumer,  but  manufacturers  in  many  cases  have  not  been  wholly 
satisfied  with  complete  dependence  on  the  wholesale  merchant. 
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The  proper  and  economical  marketing  of  their  goods  has  seemed 
so  vital  a  problem  that  other  agencies  have  been  used  at  different 
times  to  supplement  the  work  of  the  wholesale  merchant  or  to  sup- 
plant it.  In  some  lines  the  manufacturer  has  tried  to  eliminate 
the  wholesaler  entirely  and  to  deal  directly  with  the  retailer.  This 
may  be  feasible  if  the  manufacturer  makes  a  large  enough  number 
of  products  so  that  it  will  be  worth  his  while  to  employ  an  expensive 
sales  force  to  cultivate  the  retail  trade,  but  a  manufacturer  making 
a  single  product  can  scarcely  find  such  an  organization  profitable 
unless  he  sells  exclusively  to  stores  operating  on  a  large  scale  or 
unless,  there  is  a  profi^t^  considerable  magnitude  to  be  derived 
from  the  sale  of  each  article.  In  most  cases  where  the  manufac- 
turer is  dissatisfied  with  his  wholesaler  the  best  thing  for  him  to  do 
is  to  seek  another  distributing  agent  or  to  stimulate  the  demand  for 
the  product  through  advertising. 

The  commission  merchant  is  sometimes  used  to  handle  the  entire 
output  of  a  producer  or  a  group  of  producers.  He  receives  goods 
on  consignment ;  that  is,  they  are  sent  to  him  to  be  sold,  and  he 
is  paid  by  a  commission  of  a  fixed  percentage  of  the  amount  of  the 
sales.  The  commission  house  is  of  considerable  importance  in  the 
textile  trade,  frequently  playing  an  important  part  in  the  financing 
of  the  mills.  The  manufacturer's  agent  differs  little  in  theory  from 
the  commission  merchant.  lie  does  not  purchase  the  goods  him- 
self, and  he  is  paid  on  a  commission  basis.  He  is  however  usually 
restricted  in  territory  and  sells  the  goods  under  the  producer's 
brand,  whereas  the  commission  merchant  takes  the  entire  output, 
sells  it  where  he  can,  and  usually  marks  the  goods  with  his  own 
brand. 

The  broker  is  another  agent  who  may  appear  if  the  volume  of 
sales  is  sufficiently  large  to  make  his  services  of  value.  A  broker 
is  an  agent  represent iiii,^  either  the  purchaser  or  the  seller  and  re- 
ceiving a  commission  for  sales  effected.  He  differs  from  a  commis- 
sion merchant,  who  also  stands  in  the  relation  of  agent  to  principal, 
in  that  he  does  not  have  actual_possession  of  the  goods  and  does 
not  conclude  transactions  in  his  own  name  but  in  the  name  of  his 
principal.     He  rartly  rc})reseiits  any  jjarticular  manufacturer  but 
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places  orders  given  him  with  the  manufacturer  who  will  quote  him 
the  best  price. 

Markets.  Thus  far,  both  in  the  investigation  of  the  early  mar- 
kets and  in  the  analysis  of  the  modern  marketing  organization,  it 
has  not  been  found  necessary  to  formulate  a  precise  definition  of 
a  market.  Briefly  a  market  is  a  place  where  buyers  and  sellers 
effect  exchanges  of  goods.  There  may  be  but  one  market  for  a 
particular  good  or  a  number  of  unconnected  markets,  but  in  the 
case  of  goods  of  importance  in  industrial  life  there  are  likely  to 
be  several  markets  intimately  connected  with  one  another.  In  the 
trade  in  raw  cotton  each  local  selling  point  is  a  market,  but  there 
are  others  occupying  a  more  prominent  position,  called  primary 
markets,  and  still  others  standing  between  local  and  primarj^ 
markets,  and  called  secondary  markets.  Thus  Liverpool  is  the 
best  example  of  a  primary  market  in  the  cotton  trade  and  Chicago 
in  the  wheat  trade.  But  any  place  where  the  forces  of  demand 
and  supply  are  so  focused  as  to  bring  about  the  determination  of  a 
price  is  a  market.  , ~-_^ 

The  produce  exchange.  The  produce  exchanges  are  simply 
markets  organized  on  a  more  elaborate  scale  than  most  markets, 
having  more  highly  refined  facilities  for  trading  and  embracing  a 
larger  number  of  buyers  and  .sellers.  The  produce  exchanges 
started  as  voluntary  associations  of  men  dealing  in  one  or  more 
commodities  and  have  continued  on  that  basis.  The  exchange 
itself  does  not  deal  in  the  commodities,  but  provides  the  facilities, 
formulates  the  rules  governing  the  sale  of  commodities,  settles 
trade  disputes,  establishes  standards  for  grading  the  commodities 
dealt  in,  gathers  and  distributes  statistical  information  about  crops 
and  markets,  and  through  the  ticker  service  gives  immediate 
publicity  to  sales  and  prices  on  the  market.  Only  members 
of  the  exchange  may  deal  on  the  floor  of  the  exchange.  These 
are  brokers  in  most  cases ;  that  is,  they  are  buying  and  selling  for 
others,  but  there  are  dealers  as  well  who  buy  and  sell  on  their^ 
own  accounts. 

A  feature  of  the  exchanges,  marking  a  great  difference  between 
them  and  the  city  vegetable  markets,  is  that  the  wheat  or  cotton  is 
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not  brought  into  the  exchange  but  is  kept  in  warehouses  which  may 
be  miles  away  from  the  exchange.  The  sale  is  made  on  the  basis 
of  samples  which  are  displayed  or  of  definite  grades  which  are 
standard  and  known  to  the  trade. 

The.  exchanges  also  oii'er  a  market  for  future  goods.  Contracts^ 
for  the  sale  or  purchase  of  wheat  or  cotton  ,^et  ungrown  are  freely 
made.  This  serves  to  make  it  possible  for  a  manufacturer  using 
raw  cotton  to  quote  prices  on  future  deliveries  of  cotton  yarn  or 
cloth  and  relieves  him  of  some  of  the  risk  of  manufacturing.  It 
also  facilitates  speculative  dealings,  a  feature  of  considerable  im- 
portance and  value  in  the  marketing  organization  which  will  be 
treated  at  length  in  a  later  chapter. 

Not  every  good  can  be  sold  in  an  organized  market  of  this  type. 
Perishable  goods  such  as  fruits  and  vegetables  are  obviously  ruled 
oiit._  A  good  which  does  not  lose  value  over  a  short  period  of  time 
through  the  natural  process  of  decay  or  dctirioration,  whioli  cannojt 
be  rapidly  reproduced  so  as  to  upset  all  calculations  as  to  the  total 
quantity  in  existence,  and  which  can  be  easily  graded  and  sampled 
is  the  most  suitable.  A  further  r('(|uircinriit  i-  tli.ii  it  Kc  of  suffi- 
cient iui])ortanC'C  to  occupy  the  aiicniion  of  ;i  -pccializt^Nl  body  of 
men.  Such  commodities  as  wheat  and  cotton  can  be  dealt  with 
most  cfi'ectively  on  the  exchanges. 

The  services  offered  by  the  produce  exchanges  are  very-  real. 
All  the  forces  of  demand  and  supply  the  world  over  are  centred  in 
the  exchange  through  almost  instantaneous  communication  with 
other  exchanges.  A  change  in  the  prospects  of  the  Russian  wheat 
crop  is  instantly  reflected  in  the  price  of  wheat  in  the  Chicago  Board 
of  Trade  and,  in  the  manner  already  described,  influences  the  con- 
sumption of  wheat  and  the  prospective  planting  of  wheat  in  all  the 
producing  countries.  As  the  market  area  becomes  more  extended 
and  as  speed  and  ease  in  exchanging  goods  are  promoted,  there  is 
a  smaller  range  of  price  fluctuations  within  a  given  period.  Price 
is  understood  to  reflect  the  conditions  of  constmtpt-ion  and  of 
production  and  to  regulate  them  both.  Organized  exchanges  per- 
mit the  determination  of  prices  which  more  accurately  reflect 
the  conditions  of  consumption  and  production  than  in  an  unorgan- 
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ized  market  and  therefore  promote  the  more  effective  regulation 
of  production  and  consumption. 

Services  of  the  middlemen.  There  are  other  institutions  and 
methods  which  exist  to  expedite  the  flow  of  goods  from  the  producer 
to  the  consumer.  The  selling  organization  of  almost  every  impor- 
tant commodity  inclufles  some  feature  peculiar  to  itself.  It  is  not 
our  purpose  however  to  attempt  a  detailed  survey  of  marketing 
systems,  but  simply  to  obtain  a  general  view  of  the  organization 
from  which  to  form  some  opinion  of  the  place  which  marketing 
holds  in  our  economic  life  and  of  the  services  which  the  middlemen 
perform.  

It  is  probably  clear  that  the  middlemen  do  perform  functions    "^ 
which  society  considers  essential  to  its  well-being  and  for  which     /^ 
it  is  willing  toj)ay.     It  will  further  be  readily  admitted  that  middle-   ( 
men  can  perform  these  functions  more  economically  and  more  f 
satisfactorily  than  either  the  other  types  of  producers  or  the  con-  f 
sumers.     But  the  questions  will  doubtless  be  raised  :  why  so  many  \ 
middlemen,  and  why  such  special  middlemen  as  cotton  brokers     ] 
or  manufacturers'  agents?     Are  they  really  necessary  or  are  tljgjfr--^ 
social  parasites? 

In  particular  cases  there  can  be  no  doubt  but  that  the  organiza- 
tion could  be  somewhat  simi)lifie(l  and  goods  sent  from  the  pro- 
ducer to  the  consumer  at  a  lower  cost  than  at  present.  In  general, 
however,  considering  the  marketing  organization  as  a  whole,  the 
conclusion  is  irresistible  that  the  complexity  of  the  market  organ- 
ization of  the  present  is  the  result  of  various  attempts  to  market 
goods  cheaply  and  expeditiously  and  that  it  represents  the  most 
economical  solution  of  this  problem  which  has  yet  been  found. 

Evolution  of  marketing.  It  is  essential  for  the  reader  to  have 
clearly  in  mind  the  realization  that,  under  our  economic  system, 
the  relationships  in  production  and  distribution  as  well  as  in  all 
other  phases  of  economic  life  are  not  stable.  They  are  subject  to 
constant  change,  in  response  to  changes  in  the  world  of  which  they 
are  a  part.  The  organization  which  is  competent  to  handle  trade 
in  one  industrial  stage  is  unequal  to  the  task  in  the  next,  and  modi- 
fications set  in,  slowl\-  to  be  sure,  but  nevertheless  certainly.     The 
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constant  strivings  of  the  consumer  to  get  goods  as  cheaply  as  pos- 
sible, of  the  producer  to  sell  his  goods  at  prices  which  will  be  most 
profitable,  and  even  of  the  middleman  to  increase  his  profits  have 
the  effect  of  a  great  natural  force  impelling  changes  in  the  organiza- 
tion which  will  eliminate  unnecessary  complexities.  There  is  of 
course  scope  for  governmental  regulation  in  some  matters  —  com- 
petition does  not  always  bring  the  results  which  are  generally 
desired  —  but  this  can  be  limited  to  defining  the  rules  for  playing 
the  game;  in  other  words,  determining  the  plane  of  com- 
petition. 

Our  present  organization  is  the  result  of  changes  in  production 
and  consumption  consequent  upon  the  Industrial  Revolution. 
The  old  organization,  which  was  considerably  simpler  than  the 
present,  was  incapable  of  handling  the  vast  quantities  of  goods 
which  could  be  produced  in  factories  equipped  with  power-driven 
machinery.  Changes  in  the  marketing  organization  were  therefore 
forced  upon  the  merchants.  Large  scale  methods  in  production 
brought  about  large  scale  methods  in  marketing.  The  develop- 
ment was  largely  in  the  direction  of  greater  specialization  on  the 
part  of  the  marketing  agencies  and  the  creation  of  new  agencies  to 
hglp^  handle  the  increased  volume  of  goods. 

An  example  of  this  development  will  help  us  to  understand  it. 
In  the  year  1785  the  cotton  industry,  as  we  have  already  seen,  was 
in  its  infancy.  The  importation  of  raw  cotton  into  Liverpool  was 
a  trade  of  no  great  significance.  Cotton  was  imported  by  general 
commission  merchants  and  sold  by  them  to  small  dealers,  who  re- 
sold it  to  the  manufacturers  a  bale  or  two  at  a  time.  As  time  went 
on  the  importation  of  raw  cotton,  particularly  from  the  United 
States,  increased  prodigiously.  It  became  so  important  a  branch 
of  trade  that  a  highly  specialized  organization  developed  to  handle 
it,  and  by  1840  we  find  the  situation  entirely  changed.  The  actual 
importation  was  handled  in  the  main  by  merchants  who  bought 
on  their  own  account,  in  many  cases  maintaining  buying  offices  in 
the  United  States.  The  general  importer  gave  place  to  the  special- 
ized importer.  The  dealer  had  been  forced  out  of  existence  and 
his  place  was  taken  by  two  sets  of  brokers,  one  representing  the 
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manufacturer  and  the  other  the  importer.  In  1785  there  were 
brokers  who  sometimes  effected  sales  of  cotton,  but  they  were 
general  brokers,  whereas  these  new  brokers  handled  nothing  but 
cotton.  At  the  same  time  special  facilities  for  trading  in  cotton 
had  grown  up,  banks  which  almost  exclusively  financed  purchases 
of  cotton,  transportation  and  warehousing  facilities  devoted  to, 
cotton  alone,  etc. 

This  highly  specialized  organization  in  the  cotton  trade  —  and 
there  are  other  examples  —  grew  up  in  response  to  the  demand  that 
the  large  volume  of  cotton  be  handled  more  effectively  than  in  the 
past,  and  that  it  was  more  cheaply  handled  is  evidenced  by  a  reduc- 
tion in  the  brokerage  charge  from  one  per  cent  to  one  half  of  one 
per  cent.  Inefficient  agents  in  the  organization,  such  as  the  deal- 
ers, were  swept  away,  much  as  they  may  have  desired  to  remain 
and  get  a  profit.  The  importing  merchants,  the  brokers,  and  even 
the  bankers  could  operate  more  efficiently  when  they  had  but  one 
commodity  to  handle  than  as  general  importers  or  brokers.  They 
acquired  special  knowledge  of  the  producing  areas,  of  the  foreign 
markets,  and  of  the  local  needs  of  manufacturers.  They  became 
experts  in  their  knowledge  of  the  raw  cotton  itself.  This  facilitated 
grading  cotton  and  selling  it  by  sample  and  saved  much  time  for 
both  seller  and  buyer. 

Specialization,  with  its  economies  in  selling,  cannot  come  about 
unless  the  volume  of  business  in  one  commodity  is  large  enough  to 
occupy  all  of  a  man's  time.  The  medieval  merchant  assumed  all 
the  functions  of  the  middleman.  He  bought  goods  from  pro- 
ducers at  home  or  abroad  and  retailed  them  himself.  A-  the  xol- 
ume  of  trade  increased  soiiic  of  tlu->c  merchants  sold  goods  to  others 
whcraTso  sold  them  at  retail,  but  in  the  course  of  time  it  occurred 
tolomeone  that  he  had  cnougli  work  to  keep  him  busy  if  he  con- 
fined himself  to  gathering  goods  from  the  mamifaeturer  and  selling 
them  to  the  retailers.  Thus  the  wholesale  merchant,  specializing 
in  buying  large  quantities  of  goods,  came  into  being.  As  we  follow 
the  course  of  history  we  see  si^ecialization  developing  with  the 
growth  in  the  volume  of  trade.  There  is  a  division  of  the  functions 
of  the  middlemen  among  an  increasingly  large  number,  and  some 
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of  the  functions,  such  as  selling,  are  performed  by  a  number  of 
agents,  each  one  attending  to  only  a  fraction  of  the  task. 

This  is  of  course  simply  division  of  labor  in  marketing  and  an 
illustration  of  the  fact  that  the  extent  of  division  of  labor  is  limited 
by  the  size  of  the  market.  Although  its  significance  in  this  field 
does  not  seem  to  be  so  patent  as  in  the  field  of  manufacturing,  it 
is  essentially  the  same  thing,  and  the  economies  which  result  from 
it  are  of  the  same  character. 


i 


CHAPTER   IX 
THE  ORGANIZATION  OF  TRANSPORTATION 

Frequent  reference  has  been  made  in  the  preceding  chapters  to 
the  place  of  transportation  in  the  economic  organization.  W^ 
have  seen  that  transportation  is  primarily  a  function  of  the  middleA 
man  but  that  it  has  grown  to  be  of  such  importance  that  special- > 
ized  agencies  have  developed  to  handle  it.  We  have  also  seen  that  \ 
the  development  of  transportation  facilities  is  fundamental  to  the 
extension  of  division  of  labor,  in  the  sense  that  specialization  in 
the  product  for  which  a  region  is  best  fitted  (geographical  division 
of  labor)  is  impossible  unless  there  is  a  profitable  market  for  the 
goods  produced. 

We  shall  he  chiefl\'  concerned  in  this  chapter  with  the  transporta- 
tion problems  of  the  United  States.  No  other  country  offers  so 
excellent  a  field  for  the  study  of  the  influence  of  transportation  on 
economic  development,  either  in  the  matter  of  the  localization  of 
industries  geographically  or  in  the  development  of  great  centres 
of  trade  and  population. 

Conditions  before  the  nineteenth  century.  Let  us  remember 
that  at  the  close  of  the  Revolution  the  population  was  confined 
chiefly  to  the  eastern  seaboard.  Settlements  began  at  the  mouth 
of  a  river  and  extended  inland  as  far  as  the  river  was  navigable 
but  proceeded  only  slowly  beyond  that  point.  Access  to  the 
fertile  plains  of  the  Middle  West  was  impeded  by  the  great 
Appalachian  system  extending  from  Vermont  to  Alabama,  covered 
with  heavy  forests  in  many  places  and  offering  relatively  few  natural 
passes  or  gaps.  Of  these,  some  which  offered  the  least  natural 
difficulties,  such  as  the  iMohawk  Valley,  were  shunned  for  many 
years  because  of  the  Indian  menace. 

Communication  between  states  was  rendered  difficult  because 
of  the  lack  of  roads  and  the  fact  that  few  of  the  rivers  were  navi- 
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gable  for  many  miles.  Coastwise  sailing  vessels  handled  such  com- 
merce between  states  as  there  was,  but  this  method  of  transporta- 
tion was  both  hazardous  and  costly.  There  was,  it  is  true,  some 
travelling  by  road,  but  it  was  dangerous  and  time-consuming,  and 
the  transportation  of  goods  by  land  was  prohibitively  expensive. 

The  lack  of  means  of  internal  transportation  was  not  felt  so 
keenly  before  the  Revolution  as  after  it.  The  colonies  were  all 
much  more  dependent  on  foreign  than  on  domestic  trade,  and  we 
find  it  quite  natural  that  attention  should  have  been  turned  to  the 
building  of  a  merchant  marine.  Not  only  was  there  a  considerable 
volume  of  goods  to  be  exchanged  with  foreign  countries,  but  local 
conditions  were  such  as  to  foster  the  growth  of  ocean  transporta- 
tion facilities.  Innumerable  good  harbors,  a  plentiful  supply  of 
raw  materials  for  shipbuilding  at  the  water's  edge,  and,  in  New 
England  at  least,  the  need  for  some  more  profitable  outlet  for  the 
energies  of  the  people  than  that  afforded  by  the  rocky  and  sterile 
soil  led  to  an  interest  in  the  sea  and  a  great  development  of  the 
carrying  trade. 

In  1790  not  more  than  five  per  cent  of  the  American  populatioii_ 
was  settled  in  the  regions  west  of  the  Appalachians,  but  the  tide 
was  moving  in  that  direction,  and  in  the  first  years  of  the  nine- 
teenth century  thousands  crossed  the  mountain  ranges  to  take  up 
their  abode  in  the  new  regions.  It  is  natural  to  find  that  this  situa- 
tion led  to  dissatisfaction  with  the  means  of  internal  communica- 
tion. The  settlers  needed  a  market  for  their  produce  and  needed 
the  goods  which  the  eastern  states  could  provide  either  through 
their  own  manufactures  or  through  import  from  abroad. 

The  era  of  road-building.  Attention  was  first  directed  to 
the  building  of  a  network  of  roads  connecting  the  various  parts  of 
the  country.  Before  the  Revolution  local  roads  between  some  of 
the  towns  had  been  built  in  all  of  the  states,  and  some  through 
roads  were  in  operation,  but  the  widespread  interest  in  roadmaking 
came  later. 

Turnpike  companies  were  chartered  and  were  allowed  to. charge 
tolls  of  passengers  and  freight  to  compensate  for  the  expense  of 
building  and  maintaining  the  roads.     Some  of  the  states  gave 
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liberal  aid  to  the  companies.  Pennsylvania  had  subscribed  about 
$21,000,000  to  fifty-six  turnpike  companies  by  1822,  about  a  fifth 
of  this  amount  for  the  building  of  bridges,  and  by  the  end  of  the 
first  quarter  of  the  century  had  about  2,000  miles  of  improved 
tjirnpikes. 

The  interest  of  the  federal  government  in  the  building  of  roads 
is  seen  in  the  construction  of  the  Cumberland  Road.  There  were 
three  main  roads  leading  across  the  mountain  chain,  a  road  up  the 
Mohawk  Valley  into  western  New  York,  the  Forbes  or  Pennsyl- 
vania Road  from  Philadelphia  across  the  Allegheny  mountains  to 
Pittsburgh,  and  the  Wilderness  Road  up  the  Shenandoah  Valley 
through  the  Cumberland  Gap  to  the  Ohio.  There  was  however 
need  for  another  and  better  road  to  the  Ohio  Valley,  and  in  1806 
Congress  authorized  the  building  of  a  wide,  well-surfaced,  and  well- 
drained  road.  Starting  at  Cumberland  in  Maryland  it  was  even- 
tually pushed  on  to  Vandalia,  Illinois,  and  it  was  anticipated  that 
it  would  go  even  farther,  but  the  development  of  the  railroad  made 
further  extension  seem  unwise.  The  Cumberland  Road  was 
opened  to  traffic  at  Wheeling  on  the  Ohio  in  1816,  and  it  served  to 
connect  the  Ohio  and  Mississippi  valleys  with  the  East. 

The  building  of  turnpikes,  however  desirable  as  a  means  of 
linking  up  the  navigable  streams  and  promoting  internal  com- 
munication between  the  several  states,  did  not  solve  the  problem 
of  the  transportation  of  the  wares  of  commerce.  It  was  true  that 
a  wagon  could  now  pass  where  before  only  a  horseman  could 
with  diflSculty  pick  his  way  and  that  the  roads  could  be  used  in 
most  seasons.  But  the  roads  were  by  no  means  perfect,  and  many 
of  them  were  impassable  at  some  periods  of  the  year.  The  great- 
est difficulty  however  was  the  cost  of  transportation.  The  cost 
varied  of  course  according  to  the  character  of  the  road  and  of 
the  country  through  which  it, passed,  but  ten  dollars  per  ton  per 
hundred  miles  is  generally  admitted  to  have  been  about  the 
_average  charge.  Bulky  goods  could  not  stand  this  charge.  The 
"cost  of  transporting  wheat  from  the  Ohio  Valley  to  the  sea- 
board would  have  been  far  greater  than  the  value  of  the  wheat 
itself. 


176  ELEMENTARY   ECONOMICS 

The  navigable  rivers.  So  far  as  internal  commerce  was  con- 
cerned the  navigable  rivers  were  more  important  than  the  tm-n- 
pikes.  We  have  noted  that  most  of  the  rivers  of  the  eastern  sea- 
board were  navigable  for  short  distances  only,  but  there  were  some 
important  exceptions.  The  Hudson  River  served  as  an  artery  of 
commerce  for  the  region  north  of  Albany  and  partially  determined 
the  importance  of  New  York  as  a  commercial  centre.  The  Sus- 
quehanna, running  through  the  western  part  of  New  York  and 
Pennsylvania,  directed  the  flow  of  goods  to  Baltimore.  Even  the 
Connecticut  River,  w^hich  today  is  considered  to  be  navigable  only 
as  far  as  Hartford,  was  then  a  trade  route  of  considerable  impor- 
tance and  was  open  to  craft  of  small  draught  for  two  hundred  miles 
or  more. 

The  most  important  system  of  waterways  however  was  found  in 
the  Middle  West  in  the  Mississippi  River  and  the  rivers  flowing 
into  it.  For  a  period  of  about  ten  years  (1784-1795)  navigation 
on  this  river  was  blocked  by  the  Spanish  at  New  Orleans  and  there 
were  no  markets  open  for  the  produce  of  the  newly  settled  regions. 
The  opening  of  the  mouth  of  the  Mississippi  in  1795  gave  the  first 
market,  and  even  before  1800  a  considerable  river  traffic  had 
already  sprung  up.  Flatboats  loaded  with  local  produce  of  every 
description  were  sent  to  New  Orleans,  where  the  boat  and  the  cargo 
were  sold.  In  the  early  period  the  crews  took  ship  for  Philadelphia 
or  Baltimore,  where  they  purchased  the  manufactured  goods  needed 
at  home  and  transported  them  over  the  mountains  by  wagon. 
Later  it  was  customary  to  make  the  return  journey  by  land  follow- 
ing the  course  of  the  river  on  foot,  but  until  the  advent  of  steam 
few  attempted  to  come  up  by  boat  against  the  strong  currents. 

The  invention  of  the  steamboat  and  its  introduction  on  the  west- 
ern rivers  meant  an  immediate  and  immense  increase  in  the  vol- 
ume of  commerce  carried,  especially  since  the  question  of  the 
right  to  the  use  of  the  lower  Mississippi  had  definitely  been  settled 
by  the  Louisiana  Purchase  in  1803.  The  steamboat  was  first  used 
on  the  Ohio  River  in  1811,  and  in  1817  the  first  voyage  from  New 
Orleans  to  Louisville  was  made.  The  following  years  saw  a  rapjd 
increase  in  the  number  and  in  the  capacity  of  the  steamboats  plying 
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on  the  rivers,  until  by  1847,  it  is  stated,  the  steam  tonnage  of  the 
.Mississippi  Valley  exceeded  that  of  the  whole  British  Empire. 

The  effect  of  this  change  was  an  immediate  increase  in  the  volume 
of  traffic.  In  1816  the  receipts  at  New  Orleans  amounted  to  less 
than  ten  million  dollars;  in  1818-19,  after  the  steamboat  had 
proved  its  practicability,  they  amounted  to  nearly  seventeen 
million  dollars,  and  most  of  the  increase  can  be  attributed  to  prod- 
uce brought  down  the  river.  There  was  also  a  great  saving  in 
^the  time  required  for  shipment.  It  took  a  flatboat  about  three 
months  to  go  from  Louisville  to  New  Orleans,  while  in  1817  the 
trip  was  made  by  steamboat  in  twenty-five  days,  and  ten  years  later 
in  eight  or  nine  days.  Similarly  a  reduction  in  the  cost  of  ship- 
ments followed  in  the  wake  of  the  improvements  in  river  trans- 
portation facilities. 

The  steamboat  did  not  put  an  end  to  shipment  by  flatboat,  for 
,in  the  beginning  it  was  not  any  cheaper.  In  fact  it  made  ship- 
ment by  flatboat  simpler,  as  the  crew  could  return  by  steamboat 
instead  of  taking  the  long  and  wearisome  journey  by  land. 

Cities  located  at  strategic  points  on  the  rivers  became  impor- 
tant shipping  points  for  the  produce  of  the  surrounding  country. 
Pittsburgh,  Cincinnati,  Louisville,  and  others  grew  in  popula- 
tion and  importance.  Cincinnati  became  the  centre  of  the  pork 
packing  business.  Formerly  it  had  been  customary  to  drive  thou- 
sands of  hogs  over  the  mountains  to  Philadelphia  or  Baltimore 
each  year,  as  the  hogs  themselves  furnished  the  only  known  means 
of  transportation,  but  the  opening  of  the  river  made  it  possible  to 
ship  bacon  and  salt  pork  to  New  Orleans  for  sale  there  for  local  or 
foreign  use.  Louisville  was  the  centre  of  a  thriving  tobacco  trade, 
and  Pittsburgh  served  as  a  gateway  between  the  East  and  the  Ohio 
Valley  and  was  an  entrepot  for  the  wares  of  the  East. 

The  canal  era.  While  the  improvement  of  the  roads  and  the 
excellence  of  the  western  water  routes  stimulated  commerce, 
there  was  need  felt  for  a  cheaper  means  of  transportation  between 
the  waterways,  particularly  between  the  eastern  and  the  western 
parts  of  the  country,  than  was  provided  by  the  turnpikes.  The 
solution  to  this  problem  was  found  in  the  building  of  a  system  of 
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artificial  waterways,  linking  up  various  navigable  streams  and  pro- 
viding a  continuous  means  of  water  transit  from  inland  to  tide- 
water. The  construction  of  these  canals  was  undertaken  partly 
by  private  companies,  which  expected  to  get  a  profit  from  the 
collection  of  tolls,  and  partly  by  the  state  governments. 

Some  canals  were  projected  and  built  before  1800,  but  the 
era  of  canal  building  does  not  really  commence  until  after  the  War 
of  1812  and  ends  about  1850,  when  the  railroad  was  definitely 
proving  its  superiority.  The  first  canal  of  commercial  importance 
was  the  Erie  Canal,  built  by  the  state  of  New  York,  connecting 
the  Hudson  River  with  Lake  Erie.  The  nature  of  the  Mohawk 
Valley,  through  which  it  runs,  is  such  that  it  offered  the  least 
difficulties  in  construction  of  any  possible  route  across  the  moun- 
tain ridge.  The  canal  was  begun  in  1817  and  finished  in  1825, 
when  a  boat  first  made  the  trip  from  Lake  Erie  to  New  York  City. 

The  Erie  Canal  was  a  success  from  the  very  start,  and  in  ten 
years  the  tolls  collected  had  paid  for  the  entire  cost.  The  freight 
rates  from  Buffalo  to  New  York  fell  from  $100  per  ton  to  less  than 
a  quarter  of  the  amount,  and  the  time  consumed  in  making  the 
trip  decreased  from  twenty  to  eight  days.  Wherever  a  natural 
waterway  connected  with  the  canal  a  thriving  city  sprang  up. 
New  York  itself  acquired  its  position  of  commercial  supremacy 
very  largely  through  the  influence  of  the  canal  in  diverting  traffic 
to  it.  It  is  interesting  to  note  that  at  one  time  it  was  thought 
that  the  region  around  Chesapeake  Bay  would  be  the  centre  of 
population  because  of  the  shipping  facilities  offered  by  the  indented 
and  sheltered  coast  line  and  the  large  area  which  could  be  served 
by  the  Susquehanna  River.  Western  New  York  was  in  fact  more 
closely  linked  with  Baltimore  in  this  period  than  with  New  York 
City,  as  the  Susquehanna  River  afforded  the  cheapest  means  of 
shipping  produce  to  the  market. 

Other  canals  were  built  connecting  the  Erie  with  Lake  Cham- 
plain  and  with  Lake  Ontario,  and  still  later  (1855)  the  construc- 
tion of  the  Sault  Ste.  Marie  Canal  connected  Lake  Superior  with 
the  other  lakes.  In  1832  the  Ohio  River  was  connected  with  Lake 
Erie  and  shipment  of  goods  from  the  Ohio  Valley  by  the  way  of 


THE   ORGANIZATION   OF  TRANSPORTATION  179 

the  Erie  Canal  instead  of  by  the  Mississippi  was  made  possible. 
Thus  New  York  could  serve  as  the  terminal  point  for  shipments 
from  the  fertile  western  part  of  the  state  and  from  the  rich  regions 
around  the  Great  Lakes.  A  large  volume  of  goods  was  still  sent 
down  the  Mississippi  River,  larger  indeed  than  the  volume  going 
over  the  Erie  Canal  and  the  Hudson  River.  The  latter  route 
carried  most  of  the  produce  from  the  northern  part  of  Ohio  and  the 
regions  bordering  on  the  lakes  and  was  especially  important  in 
providing  a  means  for  shipping  goods  into  the  interior,  far  surpass- 
ing the  Mississippi  in  this  respect. 

The  success  of  the  Erie  Canal  and  its  feeders  stimulated  the 
building  of  canals  by  other  states.  Some  were  local  in  character, 
but  others  were  intended  to  meet  the  growing  competition  of  New 
York  as  a  commercial  centre.  Boston  and  Philadelphia  were 
especially  concerned  with  the  threat  to  their  positions  in  internal 
and  external  commerce.  The  former  proposed  to  build  a  canal 
across  the  state  to  divert  traffic  to  its  port  but  never  constructed 
it.  Philadelphia  met  the  situation  by  building  a  chain  of  horse 
railways,  portage  railw^ays,  and  canals  to  Pittsburgh  on  the 
Ohio.  This  system  was  completed  in  1834  and  remained  in 
successful  operation  for  many  years. 

This  is  not  the  place  to  attempt  a  description  of  all  the  projects 
of  canalization  which  are  to  be  found  in  this  period.  Many  of  those 
built  for  local  purposes,  such  as  the  Middlesex  Canal  connecting 
Lowell  and  Boston,  continued  in  use  until  forced  out  of  existence 
by  the  competition  of  the  railroads.  They  served  an  exceedingly 
useful  purpose  in  their  time  in  promoting  the  exchange  of  goods 
between  various  places.  The  importance  which  contemporary 
opinion  attached  to  canals  is  reflected  in  the  assistance  which  many 
of  the  state  governments  gave  to  canal  building.  Up  to  1838  state 
debts  which  had  been  contracted  to  assist  canals  amounted  to 
over  $60,000,000.  Pennsylvania  led  with  a  debt  of  $16,000,000 
for  canals,  and  New  York  held  second  place  with  a  debt  of  about 
$13,000,000. 

Development  of  the  waterways  and  division  of  labor.  Before 
proceeding  to  the  next  period  in  the  development  of  our  transporta- 
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tion  facilities  —  the  railway  era  —  it  will  be  worth  while  to  consider 
the  relation  of  the  geographical  division  of  labor  to  the  means  of 
transportation.  The  small  volume  of  internal  commerce  in  the 
years  before  1800  points  to  self-sufficiency,  at  least  so  far  as  the 
products  of  other  states  were  concerned.  This  was  in  general 
true.  The  commodities  exchanged  between  the  states  were  rela- 
tively few.  The  northern  states  needed  some  of  the  products  of 
the  southern  states,  such  as  rice  and  tobacco,  and  Medford  rum 
found  a  ready  market  in  the  other  states,  but  so  far  as  the  actual 
means  of  subsistence  was  concerned  the  individual  states  were 
fairly  well  able  to  supply  their  own  needs.  They  did  however 
need  the  manufactured  goods  of  England,  the  products  of  the  West 
Indies,  and  the  goods  of  the  tropics  and  the  East  which  the  mer- 
chant sailing  the  China  seas  could  procure.  The  surplus  pro- 
duction of  the  states  was  chiefly  useful  in  securing  these  wares. 

This  situation  was  not  a  stable  one.  We  have  already  noted  in 
another  place  the  stimulus  which  manufacturing  received  in  the 
first  quarter  of  the  nineteenth  century  from  the  wars  and  from 
the  tariff  barriers  erected  subsequently.  A  profound  change  was 
also  taking  place  in  the  South.  In  1793  the  invention  of  the 
cotton  gin  by  Eli  Whitney  had  made  the  growing  of  cotton  com- 
mercially profitable,  and  cotton  culture,  starting  in  the  states  on 
the  eastern  seaboard,  rapidly  spread  west  and  soon  became  of 
paramount  importance.  This  provided  a  new  basis  of  exchange 
between  the  North  and  the  South.  The  New  England  States 
bought  the  southern  cotton  for  use  in  their  own  mills,  or  northern 
merchants  bought  it  for  shipment  to  Europe  while  selling  manu- 
factured goods  of  the  North  or  of  England  to  the  South. 

There  was  also  a  marked  extension  of  the  cultivation  of  tobacco 
in  Kentucky  and  Tennessee.  Cotton  and  tobacco  could  be  rolled 
from  the  plantation  to  a  small  river  and  then  conveyed  by  water 
to  one  of  the  important  markets  such  as  New  Orleans.  Both 
tobacco  and  cotton  could  stand  the  cost  of  this  means  of  trans- 
portation because  of  the  high  value  in  relation  to  the  weight  and 
bulk. 

It  has  frequently  been  asserted  that  slave  labor,  upon  which  the 
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southern  planters  relied,  was  most  efficient  when  applied  to  one 
staple  crop.  But  diversification  of  crops  was  essential  unless 
an  outside  supply  of  food  could  be  assured.  The  farmers  of  the 
Ohio  and  the  Mississippi  valleys  and  of  the  Northwest  provided 
the  foodstuffs  at  a  low  cost,  and  the  market  thus  obtained  enabled 
them  to  purchase  the  manufactured  goods  they  required. 

We  find  therefore  three  main  currents  of  trade.  Foodstuffs 
moved  down  the  IMississippi  and  were  sold  at  New  Orleans  or  other 
points,  but  few  goods  were  shipped  up  the  Mississippi.  Cotton 
and  tobacco  were  shipped  north  or  exported  to  England.  Manu- 
factured goods  of  British  or  northern  origin  came  from  the  North 
to  the  southern  cities  and  plantations.  On  the  east  and  west 
line  goods  were  shipped  in  two  directions,  foodstuffs  from  the  West 
for  export  or  to  supply  the  growing  manufacturing  and  mercantile 
population,  and  manufactured  goods  sent  in  exchange  by  the  roads 
over  the  mountains  or  by  the  Erie  Canal. 

That  this  specialization  according  to  the  natural  resources  of 
the  respective  regions  was  mutually  advantageous  cannot  be 
doubted.  The  price  of  flour  in  Cincinnati  rose  from  three  dollars 
a  barrel  in  1826  to  six  dollars  a  barrel  in  1835,  and  corn  rose  from 
twelve  cents  to  thirty-two  cents  a  bushel.  Articles  that  previously 
had  not  been  marketable  could  be  sent  to  the  eastern  markets 
for  sale.  The  lack  of  a  market  for  farm  products  had  forced 
the  growth  of  home  manufactures  of  every  sort,  but  with  a  rapidly 
growing  market  it  was  cheaper  to  grow  corn  or  wheat  and  buy 
the  manufactured  goods  needed.  The  cotton  culture  expanded 
enormously  and,  because  of  the  insistent  foreign  demand,  was 
more  profitable  than  diversified  farming  could  have  been.  The 
New  England  States,  New  York,  and  Pennsylvania  specialized 
more  and  more  in  manufacturing  and  by  exchanging  their  manu- 
factured goods  obtained  their  supplies  of  food  more  cheaply  than 
by  growing  them. 

Of  course  it  is  true  that  geographical  factors  called  forth  the 
improvements  in  the  transportation  facilities  which  we  have  noted. 
The  advantages  of  specialization  were  so  patent  that  improved 
means  of  transportation  were  inevitable,  but  once  having  been 
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I,  X  established  they  permitted  the  process  of  specialization  to  continue 
i(r      /at  a  rapid  pace. 

t*  /  The  beginnings  of  the  railroads,  1830-1850.  The  canals,  im- 
portant as  they  were  in  supplementing  the  rivers  as  carriers  of  the 
wares  of  commerce,  did  not  prove  a  final  solution  of  the  transporta- 
tion problem.  The  most  important  rivers  ran  north  and  south, 
and,  while  the  rivers  on  the  Atlantic  seaboard  ran  east  and  west, 
they  were  navigable  only  to  the  fall  line.  In  the  northern  part  of 
the  country  the  canals  were  frozen  during  a  part  of  the  winter  and 
hence  closed  to  traffic.  There  was  need  for  some  means  of  trans- 
porting people  and  goods  east  and  west  —  something  whose  course 
would  not  be  determined  by  the  nature  of  the  country  and  whose 
utility  would  not  be  at  the  mercy  of  the  climate.  This  need  was 
met  by  the  steam  railroad. 

The  period  from  1830  to  1850  can  be  described  as  one  of  ex- 
perimentation. The  problems  of  locomotion,  of  road  construction, 
and  of  road  operation  were  so  novel  that  it  is  scarcely  a  cause  for 
wonder  that  the  first  roads  do  not  bear  much  resemblance  to  those 
of  today.  The  pioneer  in  railroading,  the  Baltimore  &  Ohio,  first 
used  sails  and  horses  as  motive  power,  but  soon  after  the  road 
was  opened  in  1830  it  tried  out  and  adopted  the  steam  locomotive. 
The  first  rails  were  of  wood  covered  with  straps  of  iron,  and  these 
necessarily  limited  the  size  and  speed  of  the  trains. 

There  were  many  other  features  which  seem  crude  in  com- 
parison with  present  railroads,  but  perhaps  the  greatest  contrast 
is  to  be  found  in  the  conception  of  the  possibilities  of  the  railroad. 
We  think  of  them  as  vital  to  the  transportation  of  local  and  long- 
distance freight  as  well  as  of  passengers.  In  the  thirties  they  were 
of  most  importance  in  carrying  passengers ;  the  freight  traffic 
amounted  to  very  little.  Most  of  the  roads  were  local  in  character, 
only  a  few  miles  in  length,  and  were  not  connected  with  each  other 
so  as  to  permit  the  interchange  of  rolling  stock.  The  Charleston 
&  Hamburg,  one  hundred  and  thirty  miles  in  length,  is  said  to 
have  been  the  longest  railroad  in  the  world  in  1833.  Even  where 
roads  did  meet  it  was  usually  necessary  to  unload  and  reload  freight 
because  there  was  no  common  width  of  tracks. 
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The  railroads  did  not  offer  the  rivers  and  canals  much  com- 
petition. The  rates  for  the  carriage  of  goods  were  high,  and  the 
service  afforded  was  not  superior  to  that  of  the  waterways.  'J]he 
^uthern  railways  were  almost  the  only  ones,  aside  from  the  coal 
(gai:riers  of  Pennsylvania,  that  definitely  anticipated  the  carrying 
of  freight  as  an  important  source  of  revenue.  These  were  built 
of  uniform  gauge  to  facilitate  the  transfer  of  freight  cars  from  one 
line  to  another. 

It  is  therefore  not  surprising  to  find  only  about  9,000  miles  of 
track  laid  in  this  period.  Most  of  this  was  in  the  eastern  and 
southern  parts  of  the  country,  relatively  few  miles  had  been  laid 
in  the  Middle  West,  and  there  were  no  direct  connections  between 
the  large  seaboard  cities  of  the  East  and  the  new  cities  of  the  West. 
A  beginning  in  railroading  had  been  made,  but  it  was  not  such  as 
to  alter  the  economic  life  of  the  people  to  any  marked  extent. 

The  growth  of  the  railways,  1850-1880.  The  phenomenal 
development  of  the  American  railways  came  in  the  second  half 
of  the  nineteenth  century ;  each  decade  saw  an  enormous  increase 
in  the  number  of  miles  of  new  track  laid.  Up  to  1848  the  yearly 
average  of  new  track  had  been  between  400  and  500  miles;  in 
1848  over  1,400  miles  of  track  were  laid,  and  this  increased  pace 
was  kept  up  so  that  30,000  miles  of  track  had  been  laid  by  1860. 
There  were  several  reasons  for  this.  The  railroads  were  emerging 
from  a  stage  of  experimentation,  and  their  possibilities  from  a 
commercial  standpoint  were  more  clearly  understood.  More  was 
known  about  the  technique  of  operation  and  construction.  Iron 
rails  were  being  substituted  for  w^ooden  rails,  and  their  use  was 
encouraged  by  the  repeal  of  the  customs  duty  on  foreign  rails  in 
1843  and  the  beginning  of  domestic  manufacture  in  1844.  This 
change  made  it  possible  to  use  heavier  cars  and  engines  and  pro- 
moted economy  in  operation. 

In  the  fifties  connections  w^ere  made  between  the  eastern  and 
the  mid-western  cities  by  the  extension  of  the  lines  now  united 
into  the  New  York  Central  Railroad  and  by  the  Erie  and  Penn- 
sylvania Railroads.  This  bound  the  East  and  West  together 
economically,  as  it  provided  quick  access  to  the  markets  of  the 
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East  and  a  ready  means  of  sending  manufactured  goods  to  the 
West,  and  the  merging  of  economic  interest  brought  about  a  com- 
munity of  poHtical  interest  which  was  destined  to  bear  fruit  in  the 
following  decade. 

Railway  building  continued  in  the  East  and  in  the  South  in  the 
fifties,  but  the  most  active  field  of  operations  was  in  the  states  of 
Ohio,  Illinois,  and  Indiana,  where  by  1860  nearly  9,000  miles  of 
track  had  been  laid.  The  eastern  states  north  of  the  Potomac 
River  had  in  1860  about  10,000  miles  of  railways,  and  the  southern 
states  nearly  9,000  miles.  Only  a  beginning  had  been  made  in 
the  states  west  of  the  Mississippi,  where  there  was  a  total  of  a 
little  over  2,000  miles  of  track,  Missouri  leading  with  800  miles. 

The  building  of  railroads  came  to  a  stop  with  the  Civil  War. 
At  the  end  of  the  war  the  southern  roads  were  prostrated,  and  the 
north  and  south  lines  were  at  a  standstill,  but  road-building  in 
the  West  went  on  with  undiminished  enthusiasm.  By  1870  the 
mileage  of  the  country  had  almost  doubled,  and  by  1880  it  had 
reached  a  total  of  93,000  miles.  Building  in  fact  far  outstripped 
the  increase  in  population ;  in  the  decade  from  1870  to  1880 
the  mileage  increased  two  and  a  half  times  as  fast  as  the 
population. 

y^  Government  investment  in  railroads.  This  rapid  increase 
'  in  rail  facilities  was  not  entirely  dependent  on  private  capital. 
The  various  governmental  authorities,  federal,  state,  and  local, 
assisted  in  financing  the  building  of  the  roads.  States  made  land 
grants  to  assist  the  roads,  and  the  federal  government  followed  the 
example  by  direct  aid  and  subsidy.  To  aid  in  the  building  of  the 
Union  Pacific,  for  example,  the  federal  government  made  a  land 
grant  of  ten  alternate  sections  per  mile  and  subscribed  $27,000,000 
to  the  purchase  of  bonds.  The  land,  at  the  conventional  figure 
of  $1.25  an  acre,  was  worth  over  $14,000,000.  In  the  whole  period 
it  is  estimated  that  the  federal  government  gave  away  26,000,000 
acres  or  about  40,000  square  miles  of  land,  and  that  the  states  and 
the  federal  government  together  donated  about  242,000  square 
miles  of  territory,  an  area  almost  as  large  as  the  state  of  Texas 
and  considerably  larger  than  France.     It  is  estimated  that  the 
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investment  by  all  the  governmental  bodies  in  stocks  and  bonds  of 
railroad  companies  amounted  to  about  $700,000,000. 

Private  capital  did  not  hold  back,  but  was  invested  freely,  for 
there  was  unbounded  confidence  in  the  future  of  the  railroads, 
and  later  on  railroad  securities  offered  unlimited  possibilities  for 
speculative  profits.  It  is  important  to  note  however  that  the  rail- 
roads of  the  United  States  were  not  so  private  an  undertaking  as  is 
sometimes  thought;  a  fact  of  some  significance  in  connection 
with  the  modern  problem  of  public  regulation  and  modern  pro- 
posals of  government  ownership. 

Progress  in  organization,  construction,  and  operation.     During 
all  this  period  there  were  changes  in  organization,  in  construction, 
and  in  operation,  which  were  bringing  the  railroads  nearer  the 
present  stage  of  development.     The  use  of  steel  rails  began  in  the 
sixties,  and,  although  their  use  was  not  widespread  until  after  1870, 
their  introduction  marked  a  great  advance,  for  they  permitted 
much  heavier  loads  than  the  iron  rails  and  hence  fostered  improve- 
ments in  cars  and  in  locomotives.     Independent  rail  lines  were 
consolidated  into  long-distance  lines.     Before  1850  there  was  no  '^ 
system  w^hich  had  a  continuous  line  of  more  than  400  or  500  miles./^^^y-r/i^*^ 
In  the  period  from  1850  to  1870  there  were  consolidations  of  local  /-t-<;^/i^ 
independent  roads  to  form  what  are  now  the  New  York  Central,  ; 
the  Pennsylvania,  and  other  systems.     This  process  continued  in/ 
the  following  decades  until  the  great  railway  systems  were  formed, 
some  of  them  controlling  over  10,000  miles  of  railway  lines. 

The  formation  of  through  lines  brought  with  it  many  advan- 
tages. For  one  thing  it  forced  a  more  uniform  gauge,  and  gradually 
the  present  standard  gauge  of  four  feet  eight  and  one-half  inches 
was  adopted.  But,  far  more  important,  it  encouraged  the  hauling 
of  long-distance  traffic  and  brought  about  economies  which  short 
independent  lines,  with  frequent  loading  and  unloading  of  traffic, 
could  never  have  secured.  Four  roads  —  the  Pennsylvania,  the 
Baltimore  &  Ohio,  the  New  York  Central,  and  the  Erie  —  had 
through  connections  with  Chicago  by  the  seventies.  The  export 
trade  in  grain  from  Chicago  and  the  regions  east  of  Chicago  was 
increasing  in  importance,  but  there  was  not  enough  to  utilize  the 
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carrying  capacity  of  the  four  roads.  Competition  set  in  to  secure 
this  traffic,  and  a  rate  war  of  the  most  bitter  sort  ensued.  The 
results  were  important.  In  the  first  place  rates  were  permanently 
lowered ;  secondly  the  lowering  of  rates,  in  many  cases  below  the 
cost  of  transporting  the  goods,  forced  economies  in  operation; 
and  in  the  third  place  the  roads  became  definitely  the  carriers  of 
an  increasing  volume  of  the  grain  trade. 

Competition  of  rail  and  water  routes.  Until  these  combina- 
tions took  place  the  railroads  did  not  seriously  interfere  with  the 
canals,  but  as  soon  as  they  began  to  bid  for  traffic  over  long  hauls 
the  canals  were  doomed.  The  Erie  Canal  was  one  of  the  few  that 
could  withstand  the  competition  of  the  railroads,  and  even  its 
traffic  declined  in  relative  importance. 

In  1865  the  Erie  Canal  carried  more  ton  mileage  than  the  Erie 
and  New  York  Central  railroads  combined,  but  in  the  next  fifteen 
years  the  volume  of  traffic  over  the  canal  remained  constant  while 
the  volume  of  goods  handled  by  the  railroads  showed  a  steady 
increase.  Before  1860  the  rates  on  the  railroads  rarely  fell  below 
two  cents  a  ton  mile,  but  by  1867  they  had  decreased  to  1.9  cents 
and  in  1877  to  1.28  cents. 

This  process  was  not  confined  to  the  roads  in  competititon  with 
the  Erie  Canal,  but  was  general  throughout  the  country.  Even 
the  Mississippi  River  began  to  show  the  effects  of  rail  competi- 
tion. After  1880  more  and  more  traffic  was  diverted  to  the  rail- 
roads, although  the  river  always  has  remained  an  important  artery 
of  commerce. 

Railway  abuses.  The  seventies  were  ^Iso  notorious  for  the 
frauds  practiced  in  the  issue  and  the  ^manipulation  of  railroad 
securities,  as  well  as  for  the  favoritism  toward  individuals  and 
localities  and  the  scorn  for  the  public  interest  or  public  opinion 
shown  by  railway  managers.  The  abuses  which  arose  in  connec- 
tion with  railroads  led  to  a  public  demand  for  their  regulation 
either  by  individual  states  or  by  the  federal  government,  and,  as 
we  shall  see  in  a  later  chapter,  both  the  states  and  the  federal 
government  in  the  next  decade  enacted  more  or  less  stringent 
regulatory  measures. 
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The  growth  of  the  railways,  1880-1930.  The  railroad  mileage 
continued  to  grow  with  extraordinary  rapidity.  From  1880  to 
1890,  70,000  additional  miles  were  built,  chiefly  in  the  Far  West 
and  in  the  Southwest.  The  first  transcontinental  railroad  had  been 
completed  in  1869  by  the  joining  of  the  Union  Pacific  and  Central 
Pacific  railroads  at  Ogden,  Utah,  and  in  1881  the  second  of  the 
transcontinental  railways  was  finished  with  the  union  of  the 
Southern  Pacific  and  the  Atchison,  Topeka  &  Santa  Fe  railroads 
at  Deming  and  El  Paso.  The  Northern  Pacific  was  opened  in 
1883-84,  the  Canadian  Pacific  completed  its  main  line  to  the 
Pacific  coast  in  1887,  and  the  Great  Northern,  in  1893. 

In  the  next  twenty  years  (1890-1910)  nearly  90,000  miles  of  new 
track  were  built,  but  after  1910  the  pace  slackened  somewhat,  and 
the  World  War  practically  put  an  end  to  further  building.  In 
1920  the  total  mileage  in  operation  in  the  United  States  was  259,941 
miles ;  if  we  include  the  double  tracks  and  the  yard  and  switching 
facilities,  it  amounted  to  406,579  miles.  In  the  next  decade, 
(1920-1930)  there  was  no  material  alteration  in  total  mileage. 
The  slowing  down  of  the  pace  of  railroad  building  seems  to  indicate 
that  the  country  has  been  supplied  with  fairly  adequate  rail  con- 
nections and  that  future  development  will  lie  in  the  direction  of 
building  feeders  for  the  main  systems  and  double  tracking  the  lines 
already  in  existence.  ~ 

Economic  services.  Railroading  is  one  of  the  most  important 
of  all  our  national  industries  both  from  the  nature  of  the  services 
rendered  and  from  the  standpoint  of  size.  The  capitalization _of 
the  railroads  taken  as  a  whole  is  over  $18,000,000,000,  and  about 
1^600,000  men  and  women  find  employment  on  them.  The  follow- 
ing table  will  give  some  idea  of  the  growth  of  traffic : 


Yearly 

Revenue  freight 

Revenue  passengers 

average  or  year 

Ton-miles 

Average 

Passenger-miles 

(millions) 

Tons  per  Train 

(millions) 

1891-1895 

85,693 

184 

13,383 

1901-1905 

167,715 

304 

20,737 

1911-1915 

277,073 

432 

.33,768 

1921-1925 

375,468 

621 

36,869 

1927 

432,014 

690 

33,798 
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Certainly  from  the  standpoint  of  the  railway  manager  and 
probably  from  that  of  general  interest,  the  freight  traffic  of  the 
railways  is  more  important  than  the  passenger  traffic.  For  many 
years  the  freight  receipts  have  amounted  to  about  seventy  per 
cent  of  the  total  receipts.  As  freight  carriers  the  railroads  pro- 
vide a  swift  means  of  abridging  distance  and  are  far  superior  in 
this  respect  to  the  waterways.  Goods  can  be  sent  when  and  where 
they  are  wanted.  This  permits  the  geographical  specialization 
which  we  have  frequently  mentioned  and  furthermore  encourages 
complex  division  of  labor  and  large  scale  production.  Regions 
rich  in  natural  agricultural  resources  can  provide  the  means  of 
subsistence  for  cities  located  thousands  of  miles  away.  Goods 
which  would  perish  during  the  slow  journey  up  a  river  can  be  con- 
veyed rapidly  and  cheaply  from  the  producing  districts  to  great 
cities.  Manufacturing  establishments  can  be  concentrated  in  a 
given  locality  and  can  reap  the  natural  advantages  which  the 
region  has  to  offer  as  well  as  those  which  are  the  result  of  the  pro- 
pinquity or  development  of  subsidiary  industries. 

The  passenger  traffic  is  nevertheless  of  great  importance  both 
economically  and  politically.  The  New  England  roads  for  example 
rely  to  a  much  larger  extent  than  the  other  roads  on  the  income, 
from  the  normal  passenger  traffic  and  the  extra  volume  of  traffic 
during  the  tourist  season.  But  from  a  broader  point  of  view  the 
passenger  traffic  is  significant.  Anyone  who  witnesses  the  daily 
pouring  of  hordes  of  workers  into  any  large  city  can  realize  the 
extent  to  which  the  passenger  service  has  made  it  possible  to 
avoid  even  greater  congestion  in  the  cities  than  we  find.  Passenger 
service  has  increased  the  mobility  of  labor,  has  made  it  easier  for 
a  laborer  to  go  from  one  city  to  another  or  from  one  state  to  another 
in  search  of  employment,  and  hence  has  tended  to  prevent  at  the 
s^me  time  a  dearth  of  labor  in  one  section  and  an  oversupply  of 
labor  in  another.  The  facility  with  which  communication  takes 
place  between  the  various  regions  of  the  country  promotes  mobility 
of  capital  as  well  as  of  labor.  In_the  newer  parts  of  a  country 
there  is  frequently  need  of  a  large  volume  of  capital  for  the  develop- 
ment of  the  resources  of  the  region,  and  reliance  has  to  be  placed 
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on  the  savings  of  the  older  portions  of  the  country.     Capitalists 
are  more  ready  to  invest  their  savings  in  the  industries  of  a  distant 
region  when  it  is  possible  by  a  personal  visit  to  acquire  first-hand 
knowledge  of  the  nature  of  the  investment  aiidj^en^onu^ 
tion  is  both  swift  and  sure. 

The  railroads  also  render  important  services  in  transporting 
the  mails  and  express.  The  postal  business  is  entirely  a  function 
of  the  federal  government,  but  the  actual  transportation  is  in  the 
hands  of  the  railway  companies.  Some  mail  is  delivered  to  them 
in  sacks  addressed  to  a  particular  place,  and  mail  cars  are  used  in 
which  other  mail  may  be  sorted  in  transit.  The  express  business 
is  likewise  in  the  hands  of  independent  companies,  but  the  railroads 
operate  the  express  trains  and  assist  in  the  rapid  movement  of 
small  packages  by  attaching  the  express  cars  to  passenger  trains. 

Traffic  on  rivers  and  lakes.  At  the  present  time  the  railroads  are 
by  far  the  most  important  means  of  transporting  goods  and  people 
within  the  country.  The  decline  in  the  importance  of  rivers  and 
canals  as  carriers  of  commerce  has  already  been  mentioned,  but  it  is 
interesting  to  note  that  within  the  past  decade  there  has  been  a 
revival  of  commerce  on  the  western  rivers  and  the  Erie  Canal, 
although  it  is  still  true  that  relatively  they  are  less  important  than 
formerly.  On  the  Erie  Canal  667,374  tons  of  freight  were  carried 
in  1918,  while  in  1928,  2,584,966  tons  were  transported.  It  is 
evident  that  the  improvements  in  the  canal  which  were  completed 
in  1918  have  been  bearing  fruit,  but  it  is  noteworthy  that  the  ton- 
nage carried  in  1928  falls  short  by  about  two  million  tons  of  the 
record  achieved  in  the  eighties. 

Traffic  on  the  western  rivers  has  likewise  shown  a  marked  in- 
crease in  the  past  ten  years ;  on  both  the  Mississippi  and  Ohio 
rivers  it  has  more  than  doubled  since  1920.  In  part  this  growth 
may  be  ascribed  to  decisions  of  the  Interstate  Commerce  Commis- 
sion which  have  given  the  common  carriers  on  the  rivers  some 
concessions  in  rates  as  compared  to  the  competing  railroads,  but  in 
large  measure  it  may  be  attributed  to  the  activity,  particularly 
on  the  part  of  the  Federal  Government,  in  river  improvements. 
On  the  Mississippi  nearly  $200,000,000,  of  which  the  Federal  Gov- 
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ernment  contributed  about  ninety  per  cent,  has  been  spent  on 
flood  control  and  improvements.  Recently  an  ambitious  govern- 
ment project  to  render  the  Ohio  River  more  serviceable  as  an 
artery  of  commerce  has  been  completed.  Through  the  Inland 
Waterways  Corporation,  created  in  1924,  the  Federal  Government 
is  operating  as  a  common  carrier  on  the  lower  Mississippi  and  War- 
rior rivers.  Doubtless  we  shall  see  in  the  future  a  continuance  of 
government  interest  in  the  development  of  these  waterways,  but 
it  certainly  is  an  open  question  whether  the  future  trafllc  require- 
ments of  the  area  served  by  the  Mississippi  River  and  its  tributaries 
justify  from  an  economic  standpoint  such  huge  expenditures  on 
dredging,  building  locks,  etc. 

While  the  traffic  on  the  rivers  and  canals  has  had  a  period  of 
marked  depression  there  has  been  an  almost  continuous  growth  in 
the  commerce  carried  on  the  Great  Lakes.  The  tonnage  of  vessels 
employed  on  the  western  rivers  was  almost  cut  in  half  in  the  period 
from  1900  to  1920,  whereas  on  the  Great  Lakes  there  was  during 
the  same  period  an  increase  of  over  a  million  gross  tons  of  shipping. 
Immense  quantities  of  ore,  coal,  grain,  lumber,  and  other  com- 
modities are  transported  annually  from  the  rich  regions  bordering 
on  the  Great  Lakes  to  the  eastern  manufacturing  and  consuming 
centres.  The  Sault  Ste.  Marie  Canals,  which  connect  Lake  Supe- 
rior with  the  other  lakes,  are  among  the  most  important  traffic 
channels  in  the  world,  and  the  growth  of  their  traffic  may  serve  as  a 
sort  of  index  to  the  growth  of  the  traffic  of  the  lakes  as  a  whole. 
In  1900,  25,600,000  tons  of  freight  were  carried  through  the  canals ; 
by  1927  this  amount  had  more  than  tripled. 

Highways.  The  highways  have  been  gaining  in  commercial 
importance  in  the  last  few  decades.  Always  essential  in  uniting 
the  producing  and  consuming  centres  with  the  shipping  centres, 
the  advent  of  the  automobile  and  particularly  of  the  motor  truck 
has  renewed  interest  in  their  development.  For  short  hauls,  the 
truck  offers  very  effective  competition  to  the  railway,  while  the 
automobile  has  cut  into  the  volume  of  short  distance  passenger 
traffic  over  both  the  electric  and  the  steam  railways. 

Each  year  large  sums  of  money  are  appropriated  by  the  federal, 
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state,  and  local  governments  to  be  spent  in  improving  the  roads, 
and  each  year  sees  an  increase  in  the  total  road  mileage  and  in  the 
proportion  of  surfaced  roads  to  dirt  roads.  In  1926  there  were 
3,000,000  miles  of  public  roads  in  the  United  States,  of  which 
about  eighteen  per  cent  were  surfaced.  Indiana  had  the  largest 
proportion  of  roads  which  had  been  surfaced  (sixty-seven  per  cent) 
and  also  the  largest  number  of  miles  of  surfaced  roads.  During 
the  same  year  over  a  billion  dollars  were  spent  on  building  or  im- 
proving roads ;  in  1925  Pennsylvania  alone  spent  over  $100,000,000 
on  her  roads.  An  expansion  of  the  work  of  road-building  with 
particular  attention  to  the  type  of  road  which  can  survive  under 
heavy  trucking  can  certainly  be  expected  in  the  future,  and 
probably  with  the  increase  in  surfaced  roads  will  come  an  enlarge- 
ment of  the  area  which  can  be  served  by  trucks. 

The  merchant  marine.  We  have  already  noted  the  place 
which  the  merchant  marine  occupied  in  the  first  half  of  the  nine- 
teenth century.  In  1800  the  tonnage  employed  in  the  foreign 
trade  and  the  whale  fisheries  amounted  to  670,000  gross  tons,  and 
in  that  year  American  ships  carried  eighty-nine  per  cent  of  the 
imports  and  exports  of  the  United  States.  The  European  wars 
gave  the  American  carrying  trade  a  tremendous  impetus ;  during 
the  next  ten  years  over  300,000  gross  tons  were  added  to  our  mer- 
chant fleet,  and  in  1810  our  ships  carried  ninety-two  per  cent  of 
our  exports  and  imports,  the  highest  percentage  up  to  or  since  that 
year. 

In  the  years  following  there  was  a  decrease  in  the  size  of  the  mer- 
chant marine,  due  in  the  main  to  the  reestablishment  of  peace 
abroad  and  the  resumption  of  the  carrying  trade  by  the  warring 
nations.  Yet  American  shipping  flourished  and  for  the  half 
century  as  a  whole  showed  a  considerable  increase.  By  1860  the 
tonnage  of  vessels  engaged  in  foreign  trade  amounted  to  about  two 
ahH  one  half  million  tons,  and  during  that  year  sixty-six  per  cent 
of  our  foreign  trade  was  carried  in  vessels  of  American  registry. 

The  period  from  the  opening  of  the  Civil  War  to  thejygening  of 
the  World  War  waTone  of  steady  declTife'm  the  importance  of  the 
merchant  marine.     In  1910  there  were  only  about  100,000  more 
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tons  engaged  in  foreign  trade  than  in  1800,  and  American  shippittg 
carried  only  nine  per  cent  of  our  foreign  trade. 
"Xlnerican  predominance  in  this  branch  of  transportation  in  the 
N^rst  half  of  the  century  was  due  to  two  things,  first  the  presence  of  a 
plentiful  supply  of  materials  for  building  ships  together  with  ship--^ 
builders  who  could    more  than    compete  with    European    ship-" 
builders,  and  secondly  a  body  of  sailors  which  was  unsurpassed  irT"^ 
/capacity  and  daring.     The  lack  of  opportunity  on  land  attracted- 
Marge  numbers  of  the  youth  of  New  England  to  the  water.     Many  of 
them  had  an  interest  in  the  ship's  cargo  and  therefore  felt  as  much 
of  a  sense  of  proprietorship  in  the  venture  and  interest  in  the^ 
ship's  welfare  as  the  captain  himself,  who  was  frequently  the  owner 
of  the  ship  and  of  a  large  part  of  the  cargo. 

/The  day  of  the  wooden  sailing  vessel  was  over  when  once  the 
/practicability  of  the  iron  and  then  of  the  steel  steamer  was  demon- 
strated.    The  deposits  of  coal  and  iron  and  the  earlier  develop- 
ment of  her  metallurgical  industries  gave  England  an  advantage 
/^n  the  making  of  iron  and  steel  vessels,  and  the  shipbuilders  of  the 
\United  States  were  slow  in  following  her  lead,  as  can  be  seen  by  the 
^act  that  the  tonnage  of  sailing  vessels  of  American  registry  en- 
gaged in  foreign  trade  exceeded  that  of  steamers  until  the  year 
1902.     A  part  of  the  merchant  marine  was  sunk  or  sold  into 
foreign  registry  during  the  Civil  War,  and  the  high  tariffs  on  ship- 
building materials  after  the  war  discouraged  the  replacement  of 
/the  vessels  lost.     But  perhaps  most  important  of  all,  the  oppor- 

(tunities  of  the  West  presented  a  stronger  appeal  than  the  oppor- 
tunities of  the  seas.  The  United  States  seemed  unable  to  build 
and  operate  ships  cheaply  enough  to  compete  with  foreign  nations, 
particularly  with  England,  but  had  she  been  able  to  compete  on 
even  terms  it  is  doubtful  if  capital  and  labor  could  have  found 
there  such  profitable  employment  as  they  found  in  opening  the 
JKast  resources  of  the  new  states. 

The  World  War  brought  about  a  change  in  the  American  mer- 
chant marine  which  may  be  destined  to  have  lasting  effects, 
although  it  is  too  early  yet  to  make  predictions  with  safety. 
The  imperative  need  of  her  allies  for  foodstuffs  and  munitions 
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stimulated  the  building  of  ships  in  America  even  before  the  United 
States  entered  the  war,  and  when  this  country  became  involved 
in  The  struggle^one  of  the  first  steps  taken  was  to  stimulate  ship- 
building by  every  possible  means. 

ForJhis_purpose  the  United  States  Shipping  Board  was  estab- 
lished, and  a  corporation,  the  Shipping  Board  Emergency  Fleet 
Corporation,  was  created,  whose  duty  it  was  to  provide  the  gov- 
ernment witli  an  adequate. fleet.  Contracts  were  made  with  pri- 
vate shipbuilders,  and  the  corporation  entered  upon  an  extensive 
building  program  of  its  own  with  such  success  that  when  building 
operations  were  completed  shortly  after  the  close  of  the  war 
the  tonnage  of  the  American  merchant  marine  engaged  in  foreign 
trade  had  increased  to  over  11,000,000  gross  tons,  and  the  American 
merchant  marine_jQ€cupied  second  place  among  the  merchant 
fleets  of  the  world. 

The  history  of  the  merchant  marine  since  the  war  has  given 
evidence  of  the  inherent  weakness  of  the  American  merchant 
marine.  The  government's  shipping  operations  have  been  con- 
ducted at  heavy  loss  to  the  taxpayers,  and  great  difficulty  has 
been  encountered  in  the  attempt  to  dispose  of  the  government  ships 
to  private  owners.  Higher  building  and  operating  costs  seem  still 
to  hamper  our  competitive  power.  The  subsidizing  of  the  mer- 
chant marine  has  been  proposed  on  the  grounds  either  that  it 
would  enable  it  to  get  on  its  feet  and  become  self-supporting  or  that 
we  need  a  merchant  marine  in  times  of  national  emergency  and 
consequently  it  matters  little  whether  it  be  self-supporting  or  not. 
The  economic  principles  involved  in  this  problem  will  have  our 
attention  in  a  later  chapter. 

Coastwise  shipping.  The  coastwise  trade  has  always  been  in 
^Am£ricaruh-a»ds,-as  our  laws  have  forbidden  the  trade  to  vessels 
of  foreign  registry  and  further  have  prevented  the  registration  of 
foreign-built  vessels  for  coastwise  shipping.^  In  1800  the  tonnage 
of  the  vessels  in  the  coasting  trade  amounted  to  about  a  third  of 
that  engaged  in  foreign  trade,  but,  as  domestic  commerce  increased, 

•  During  the  World  War  these  restrictions  were  relaxed,  but  they  are  now  again 
operative. 
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coastwise  trading  assumed  a  new  importance,  and  the  merchant 
marine  grew  in  response  to  the  demands  placed  upon  it.  In  1850 
there  were  1,400,000  tons  of  shipping  engaged  in  the  Atlantic  and 
Gulf  coast  trade,  and  in  1852  it  is  estimated  that  the  value  of  the 
cargoes  handled  by  vessels  along  the  seacoast  amounted  to  about 
$2,600,000,000.  The  coasting  trade  was  the  most  important  part 
of  internal  commerce  and  was  estimated  to  have  amounted  to  six 
times  the  value  of  the  foreign  trade. 

Under  the  influence  of  railway  competition  the  coasting  vessels 
have  lost  relatively,  but  they  are  still  important  in  shipping  bulky 
goods  which  cannot  stand  a  heavy  transportation  charge  and  which 
need  not  be  shipped  by  a  more  rapid  method.  In  J 927  the  total 
tonnage  of  all  vessels  in  the  coasting  trade  amounted  to  9,533,000 
gross  tons,  including  in  this  168,000  tons  employed  on  the  western 
fivers  and  2,805,000  tons  on  the  Great  Lakes.  There  seems  no 
reason  to  anticipate  any  great  change  in  the  relative  importance  of 
the  coastwise  trade,  unless  there  are  significant  changes  in  railway 
transportation  charges  which  might  divert  traffic  either  to  or  from 
the  coasting  vessel.  ~~  -— ^--i..,^ 
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CHAPTER 
THE  ECONOMIC  FUNCTIONS  OF  GO^T:RNMENT 

Government  and  the  economic  organization.  No  account  of 
the  division  of  labor  and  no  picture  of  the  economic  organization 
of  modern  times,  or  of  past  times  for  that  matter,  would  be  com- 
plete without  attention  to  the  part  played  by  the  government  ^ 
in  the  production,  distribution,  and  consumption  of  wealth.  The 
existence  of  government  is  familiar  to  everyone,  and  virtually 
everyone  recognizes  the  necessity  of  government,  the  real  anar- 
chists being  numerically  insignificant.  But  it  is  to  be  doubted  if 
many  persons  have  ever  stopped  to  form  a  mental  picture  of  the 
economic  functions  of  government  or  to  appraise  the  important 
place  of  the  government  in  the  modern  economic  organization. 

Consumption  of  wealth.  Economic  activity  is  devoted  to  the 
production  of  goods  and  services  which  are  consumed  in  the  satis- 
faction of  human  wants.  In  modern  times  the  greatest  consumer 
of  goods  and  services  is  the  government.  In  1926  the  economic 
activity  of  the  people  of  the  United  States  brought  forth  a  total 
income  which  is  estimated  as  worth  seventy-eight  billion  dollars. 
Of  this  total  national  income  the  government  (including  all  grades, 
federal,  state,  and  local)  obtained  for  its  own  uses  more  than  eleven 
and  a  half  billions.  It  is  true  that  a  good  deal  of  this  was  passed  on 
by  government  to  various  citizens  in  the  form  of  interest  pajTnents, 
amortization  of  debt,  pensions,  etc.  Yet  the  fact  remains  that 
more  than  one  seventh  of  the  total  national  income  was,  in  the 
first  instance  at  least,  claimed  by  the  government. 

1  The  term  "government"  is  used  in  this  book  to  include  all  grades  of  govern- 
ment of  any  particular  community,  for  example  in  the  United  States  of  America 
the  federal  government,  the  state  governments,  and  the  governments  of  counties, 
towns  or  townships,  cities,  school  districts,  and  all  other  poHtical  jurisdictions.  It 
is  rather  common  in  popular  speaking  and  writing  to  refer  to  the  United  States 
federal  government  as  "the  government"  in  distinction  from  the  states  and  the 
local  jurisdictions.     The  term  is  not  so  used  in  this  book. 
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Production  of  wealth.  On  the  side  of  production,  the  govern- 
ment is  ever  present.  For  example,  the  United  States  Post  Office 
furnished  services  in  the  fiscal  year  ending  June  30,  1928,  which 
cost  over  seven  hundred  and  twenty-five  million  dollars.  The 
United  States  Government  Printing  Office  is  the  largest  printing 
establishment  in  the  world.  Our  state  governments  are  heavily 
engaged  in  the  building  of  highways,  cities  furnish  their  citizens 
with  water,  street  lights,  street  railway  ser\-ice,  etc.,  and  there  are 
numerous  other  examples,  which  will  occur  readily  enough  to  the 
reader,  of  commodities  and  services  produced  by  national,  state, 
and  local  governments.  But  after  all  direct  production  of  this  sort 
represents  only  the  minor  part  of  the  actiWties  of  government. 
The  chief  contribution  of  government  to  production  is  indirect,  con- 
sisting in  such  services  as  protection  from  outside  foes,  enforce^ 
ment  of  law  and  order  among  the  people,  promotion  of  the  public 
health,  public  education,  etc.  These  servic-e<,  though  in  a  sense 
indirect,  are  absolutely  essential  to  production,  and  they  impinge 
upon  every  department  of  national  production.  Being  essential 
services,  which  must  be  performed  by  some  agency  if  production  is 
to  flourish,  their  performance  by  government  represents  a  true  and 
important  case  of  the  division  of  labor. 

Distribution  of  wealth.  In  the  field  of  distribution,  the  govern- 
ment is  no  less  omnipresent  and  important.  We  need  only  to 
recall  that  the  various  governments  in  the  United  States  in  1926 
took  from  the  people  in  taxes  eight  and  a  half  billions  of  dollars  out 
of  the  total  national  income  of  seventy-eight  billions.  About 
three  billions  more  were  taken  from  the  people  by  other  means  than 
taxation,  in  order  to  provide  the  eleven  and  a  half  billions  of  gov- 
ernment expenditures  in  that  year.  The  federal  government  alone 
paid  out  nearly  a  billion  and  three  quarters  to  holders  of  govern- 
ment bonds  in  interest  and  repa\Tiient  of  principal  and  distributed 
one  half  a  billion  more  in  pensions  and  other  contributions  to  war 
veterans.  Billions  were  paid  in  salaries  and  wages  to  jiearly  three_ 
million  government  employees,  comprising  more  than  one  ninth  of 
all  the  persons  in  the  country*  employed  for  wages  or  salaries  and 
jDver  six  per  cent  of  all  persons  in  gainful  occupations  {i.e.,  includ- 
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ing  those  working  for  themselves).^  The  government  is  therefore 
TEegreatest  payer  of  interest,  the  chief  disbm-ser  of  pensions,  and 
the  leading  wage  payer  of  the  United  States.  Taking  and  redis- 
tributing to  the  people  more  than  one  seventh  of  their  total  annual 
income,  as  the  government  does,  cannot  be  accomplished  without 
the  most  profound  effects  upon  the  distribution  of  wealth  and 
income. 

Varieties  of  government.  Far  back  in  the  obscure  beginnings 
of  human  existence,  whatever  and  wherever  they  may  have  been, 
there  was  the  beginning  of  government.  The  human  race  has 
always  been  socially  inclined,  living  its  life  not  as  isolated  indi- 
Wduals,  but  in  organized  groups  —  families,  tribes,  clans,  cities, 
and  nations.  For  such  organized  existence  there  has  had  to  be 
some  authority  to  control  the  acti\'ities  of  the  individual  members 
for  the  common  good.  At  different  epochs  in  the  history  of  man- 
kind various  kinds  of  government  have  appeared,  passed  across  the 
stage,  and  made  their  exit.  At  the  present  time  many  forms  of 
government  are  to  be  found  in  different  parts  of  the  world,  from 
the  rule  of  the  tribal  chief  or  "  medicine  man  "  to  the  parliamentary 
government  of  Great  Britain  or  the  Soviet  rule  of  Russia.  To 
trace  the  historical  development  of  government  or  even  to  examine 
the  various  t^'pes  of  government  existent  today  would  take  us 
too  far  afield.  Our  purpose  will  be  sufficiently  served  by  confining 
our  attention  to  the  modern  democratic  form  of  government  as 
represented,  with  mnumerable  variations  of  course,  in  most  of  the 
leading  nations  of  the  present  day.  For  obvious  reasons,  we  shall 
find  it  desirable  and  convenient  to  draw  most  of  our  illustrative 
materials  from  the  government  of  the  United  States. 

Political  organization  in  the  United  States.  In  so  doing  we  must 
not  forget  that  the  American  government  is  in  certain  wa\s  pecul- 
iar. ^^^lereas  in  most  countries  the  national  government  is  the 
sole  fountain  head  of  sovereign  power,  every  American  schoolboy 
knows  that  the  United  States  is  a  federation,  in  which  sovereignty 

»  The  figures  for  1920,  the  latest  census  year,  are : 

Total  persons  ten  vears  of  age  and  over  in  gainful  occupations  .     .  41.614.248 

Total  employees    " 2.3.000.000 

Total  government  employees 2.700.000 
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is  divided  between  the  national  government  and  the  several  states. 
We  are  accustomed  to  speak  of  three  grades  of  government, 
(1)  national  or  federal,  (2)  state,  and  (3)  local.  The  federal  gov- 
ernment was  formed  in  1789  after  the  people  had  adopted  the 
Constitution  of  the  United  States.  Before  that  there  had  been  thir- 
teen states,  which  had  just  won  their  independence  from  Great 
Britain  and  which  were  therefore  separate  sovereign  powers. 
These  independent  states  voluntarily  surrendered  some  of  their 
sovereignty  in  order  to  form  the  national  government,  which  gov- 
ernment has  only  such  powers  as  are  to  be  found  either  granted  to 
it  in  the  Constitution  of  the  United  States  or  implied  as  corollaries 
of  the  powers  so  granted.  The  states,  increased  now  to  forty- 
eight  in  number,  are  the  original  and  residual  possessors  of  sover- 
eignty, having  all  sovereign  powers  except  such  as  have  been 
granted  to  the  national  government.  The  third  grade  of  govern- 
ment has  no  sovereignty,  but  consists  of  administrative  units, 
counties,  towns  or  townships,  cities,  boroughs,  school  districts, 
road  districts,  fire  districts,  irrigation  districts,  etc.,  created  by  the 
states  and  with  only  such  powers  as  have  been  granted  them  by 
their  respective  states  and  which  may  be  taken  away  at  the  will 
of  the  states. 

The  foregoing  summary  of  the  political  organization  of  the 
United  States  very  probably  contains  nothing  that  is  new  to  the 
reader.  It  is  merely  a  reminder  of  facts  which  are  vital  to  the 
subject  we  are  about  to  study.  We  are  here  on  the  threshold  of 
a  department  of  economics  which  approaches  very  closely  the 
domains  of  political  science  and  law,  and  a  clear  understanding 
of  the  relations  between  the  different  grades  of  government  in  the 
United  States  will  be  found  indispensable. 

The  economics  of  government.  We  may  now  proceed  to  analyze 
the  economic  activities  of  government.  So  intimately  is  the  gov- 
ernment related  to  every  branch  of  the  economic  life  of  the  people, 
that  before  our  study  is  concluded  it  will  appear  that  the  economic 
activities  of  government  include  all  governmental  activities. 
Nothing  that  the  government  does  is  without  influence  upon  the 
production,  distribution,  and  consumption  of  wealth.     In  this 
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sense  there  is  no  possible  separation  between  political  science  and 
economics.  The  distinction  between  the  two  fields  lies  rather  in 
the  point  of  view  and  purpose  of  study.  What  here  concerns  the 
student  of  economics  is  the  economic  bearing  of  governmental 
activities ;  i.e.,  the  relation  of  government  to  the  production,  dis- 
tribution, and  consumption  of  wealth.  It  is  from  this  viewpoint 
that  the  reader  is  invited  to  pass  in  review  the  principal  functions 
of  the  modern  democratic  government,  with  special  reference  to 
the  situation  in  the  United  States  of  America. 

Defense.  From  time  immemorial,  the  human  race  has  found 
it  impossible  to  get  on  without  conflict  among  its  members,  either 
individually  or  by  groups.  Some  students  of  psychology  believe 
that  there  is  inherent  in  human  nature  an  instinct  of  "  pugnacity  " 
and  an  instinct  of  "  self-assertiveness  "  which  suffice  to  explain 
the  constant  presence  of  conflict.  The  economist  need  not  con- 
cern himself  with  the  dispute  over  the  subject  of  human  instincts. 
It  is  sufficient  for  him  to  recognize  the  fact  that  a  certain  amount 
of  fighting  appears  to  be  the  normal  thing  among  human  beings. 
Men  fight  in  defense  against  interference  with  their  activities  or 
wishes,  as  a  protest  against  insult,  or  sometimes  even  for  the  sheer 
joy  of  combat.  Groups  of  men  —  families,  tribes,  or  nations  — 
engage  in  conflict  with  other  groups,  either  aggressively,  to  seize 
the  possessions  of  others,  or  defensively,  to  protect  their  own 
possessions  and  interests.  Fundamental  to  such  group  conflicts 
is  the  perpetual  struggle  for  existence,  through  which  each  group 
is  impelled  by  the  motives  of  self-preservation  and  self-perpetuation 
to  seek  for  itself  the  greatest  possible  share  of  the  limited  products 
which  nature  offers  to  mankind. 

Now  this  tendency  to  conflict  necessarily  leads  to  organization 
and  authority,  and  from  two  different  directions.  Obviously  the 
group  cannot  wage  successful  warfare  against  other  groups  with- 
out organization  and  some  governing  authority  with  power  to 
marshal  and  direct  the  group  for  the  purpose  of  attack  or  defense. 
Thus  the  first  and  most  important  of  the  functions  of  government 
is  defense,  by  which^we  mean  defense  of  the  group  against  attack 
by  outside  foes,  protection  of  the  rights  of  the  citizens  against 
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foreign  nations  and  their  citizens,  and  also  (though  possibly  here 
we  stretch  the  term  "defense  ")  aggressive  attack  against  other 
nations.  In  the  modern  nation  this  function  demands  much  of 
the  activity  of  the  general  government  and  specifically  calls  for 
the  services  of  army,  navy,  air  defense,  consular  and  diplomatic 
services,  etc. 

The  economic  significance  of  this  function  of  government  will 
be  obvious  as  soon  as  it  is  regarded  as  an  exemplification  of  the 
division  of  labor.  Production  cannot  proceed  successfully  if  the 
nation's  territory  is  frequently  overrun  by  foreign  foes,  or  even 
if  the  danger  of  such  invasion  is  ever  imminent.  One  of  the  funda- 
mental causes  that  enabled  England  to  forge  so  far  ahead  of  the 
Continental  peoples  in  economic  development  was  that  her  insular 
position  protected  her  from  attack  and  made  it  possible  to  develop 
her  sheep  and  cattle,  her  agriculture,  and  later  her  trade  and 
industry,  at  a  time  when  the  lack  of  security  was  a  fatal  obstacle 
on  the  Continent.  Defense  against  outside  foes  must  be  organ- 
ized, and  to  be  efficient  it  must  be  specialized.  The  latter  require- 
ment was  one  of  the  principal  causes  of  the  breakdown  of  the 
feudal  system.  The  king  found  that  his  armies,  hastily  assembled 
from  the  agricultural  population  on  each  occasion  of  conflict,  made 
an  inefficient  fighting  machine,  while  at  the  same  time  the  result- 
ing disorganization  of  the  nation's  productive  forces  undermined 
his  military  strength  through  failure  of  supplies  at  the  very  time 
when  they  were  most  urgently  needed.  Hence  the  commutation 
of  the  feudal  obligation  of  military  service  into  regular  money  pay- 
ments, thus  providing  the  funds  for  organization  and  maintenance 
of  a  standing  army.  Production  was  promoted  by  the  presence  of 
a  superior  defensive  force  and  by  relieving  (to  a  great  degree  at 
least)  the  agricultural  and  industrial  population  from  interference. 
In  like  manner  the  early  American  settlers  found  it  necessary  to 
post  armed  sentries  about  their  fields  to  guard  against  attack  by 
the  Indians  and  to  enable  the  agricultural  workers  to  pursue  their 
labors  undisturbed.  These  are  examples  of  division  of  labor  in 
production,  and  the  student  will  not  fail  to  recognize  that,  wisely 
employed,  the  army,  the  navy,  the  diplomatic  service,  and  the 
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other  governmental  agencies  of  defense  are  just  as  properly  in- 
eluded  among  the  nation's  productive  forces  as  is  any  other  group 
of  the  people. 

Justice  and  security.  It  was  stated  above  that  the  pugnacious 
tendency  of  mankind  leads  to  organization  and  authority  from  two 
different  directions.  From  the  first  direction  we  get  the  defense 
function  of  government.  From  the  other  direction  comes  the 
function  of  justice  and  security.  Conflicts  arise,  not  only  between 
different  groups  or  nations,  but  among  the  individual  members  of 
a  single  nation.  In  the  earliest  days  of  any  community  the  people 
settled  their  private  disputes  among  themselves.  The  compara- 
tively modern  history  of  the  frontier  in  America  illustrates  this 
phase.  The  colonial  settlements  upon  the  Atlantic  seaboard 
either  arrived  with  some  form  of  government  already  organized 
or  established  one  immediately.  But  as  the  more  adventurous 
ones  pushed  on  to  the  West  and  established  successive  waves  of 
frontier  communities  from  the  Alleghenies  to  the  Pacific  coast 
there  came  in  each  community  a  period  in  which  there  was  little 
in  the  way  of  effective  governmental  authority.  Each  ranchman 
or  miner  had  to  go  armed  and  be  prepared  individually  to  defend 
his  property  and  person.  Disputes,  whether  over  mining  claims 
or  cards  or  women,  were  settled  by  private  fights  or  attack  from 
ambush.  A  state  of  lawlessness  and  of  nervous  fear  and  tension 
was  normal. 

Now  it  is  obvious  enough  that  production,  which  requires  for 
its  successful  promotion  security  of  life  and  property  and  a  state 
of  order  and  tranquillity,  was  hindered  thereby.  There  arose 
therefore  first  the  vigilance  committee,  by  which  the  people  sought 
to  act  as  a  group  and  more  or  less  authoritatively  against  the  horse 
thief7the  claim-jumper,  and  other  common  foes.  The  vigilance 
committee  was  a  makeshift  government  pressed  into  service  to 
maintain  a  certain  semblance  of  law  and  order  until  such  time  as 
the  duly  constituted  government  was  prepared  to  take  over  the 
service.  In  modern^  advanced  communities  it  is  fully  .recognized 
(1)  that  prTv-ate  rights  must  be  protected  by  government  in  order 
that  the  people  may  be  free  to  devote  themselves  to  their  produc- 
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tive  occupations  undisturbed  by  the  fear  of  attack  or  the  necessity 
of  being  constantly  prepared  to  defend  themselves,  (2)  that  gov- 
ernment must  provide  agencies  for  settling  private  disputes  in 
order  that  justice  may  be  done  and  that  the  peace  and  tranquillity 
of  the  community  be  not  disturbed  by  private  brawls  and  violence, 
and  (3)  that  contracts  entered  into  between  the  citizens  must  be 
enforced  by  government  in  order  that  production  and  peaceful 
living  be  not  deprived  of  the  inestimable  advantage  of  contracts, 
freely  undertaken  and  strictly  enforced.  Thus  we  have  the  police, 
the  courts,,and  various  sorts  of  penal  and  correctional  institutions. 
This  also  represents  an  example  of  the  division  of  labor,  under 
which  the  government  undertakes  a  certain  function  which  is  thus 
performed  more  efficiently  and  more  economically  than  would 
be  possible  otherwise.  Production  is  advanced,  and  the  police, 
the  courts,  and  the  penal  institutions,  with  the  persons  engaged 
in  their  service,  are  productive  agencies  as  truly  as  any  other  occu- 
pational class  of  the  community. 

The  function  of  defense  is  naturally  entrusted  to  the  national 
government,  in  the  United  States  to  the  federal  government. 
The  state  and  local  governments  are  specifically  relieved  of  obliga- 
tion for  the  defense  of  their  citizens  against  foreign  foes,  although 
a  certain  contribution  may  be  made  by  the  states  in  aid  of  national 
defense  in  time  of  war.  Justice  and  security  are  on  the  other  hand 
mainly  in  the  province  of  the  subordinate  units,  the  states  and 
local  governments  in  the  United  States,  though  the  federal  govern- 
ment is  not  entirely  devoid  of  obligation  in  the  service  of  courts, 
police,  and  prisons.  *~~~" 

Regulation  of  industry.  In  an  earlier  chapter  of  this  book 
there  was  discussion  of  the  mechanism  which  controls  the  direc- 
tion of  industry  under  the  prevailing  system  of  division  of  labor. 
It  was  there  pointed  out  how  in  its  first  stages  industry  was  held 
under  the  control  of  law  and  custom,  till  finally  it  broke  through 
the  shackles  that  were  impeding  its  progress  and  gained  freedom 
under  the  principle  of  laissez  faire.  Competition,  acting  through 
the  instrumentality  of  price,  was  entrusted  with  the  task  of  giving 
wise  direction  to  industry  and  protecting  the  interests  of  both  pro- 
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ducers  and  consumers.  In  a  still  later  stage  it  turned  out  that 
competition  was  not  quite  up  to  the  task.  Today  therefore  while 
in  general  competition  controls  industry,  there  are  various  points 
at  which  return  to  some  degree  of  control  by  legal  authority  has 
occurj-jgd. 

This  is  to  be  found  principally  in  two  kinds  of  industry :  (1)  those 
that  tend  naturally  to  become  monopolies  and  (2)  those  which 
are  so  complicated  in  their  organization  and  operation  as  to  be 
only  imperfectly  understood  by  the  public.  As  examples  of  the 
first  we  note  the  railroads,  the  street  railways,  the  concerns  which 
furnish  water,  gas,  electricity,  heat  and  power,  etc.  The  monop- 
olistic character  of  such  enterprises  must  be  accepted  and,  in 
place  of  competition,  the  government  must  undertake  to  regulate 
the  character  of  the  services  rendered  and  the  prices  charged. 
The  United  States  federal  government,  principally  through  the 
Interstate  Commerce  Commission,  and  the  state  governments, 
through  their  railroad  and  public  utility  commissions  and  similar 
agencies,  exercise  this  regulation. 

Examples  of  the  second  class  of  industries  requiring  legal  regula- 
tion~are  BankTngTinsurance,  etc.  Here  the  complications  of  the 
businesses  are  such  that  the  public  is  not  able  to  protect  itself, 
relying  only  upon  competition.  So  most  of  our  states  have  bank- 
ing commissions  and  insurance  commissions  to  regulate  these 
respective  enterprises.  The  federal  government  exerts  a  certain 
control  over  many  kinds  of  business  through  the  Federal  Trade 
Commission.  Cities  frequently  exercise  similar  legal  control  over 
taxicab  companies,  peddlers,  etc. 

The  growth  of  monopoly  and  the  technical  complications  of 
modern  industry  put  the  consumers  at  a  disadvantage  as  against 
the  producers  and  even  give  certain  producers  advantages  over 
others.  Government  then  steps  in  and  lays  down  rules  for  the 
equitable  conduct  of  business  and  acts  as  umpire  for  the  enforce- 
ment of  the  rules.  This  is  an  economic  service  of  the  utmost  im- 
portance. It  facilitates  production  by  limiting  unfair  practices 
among  producers  and  by  enforcing  standards  of  product  or  service 
and  reasonable  prices.     The  effect  upon  distribution  and  consump- 
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tion  is  obvious.     This  function  of  government  will  be  discussed 
at  greater  length  in  a  subsequent  chapter. 

Prpl^ction  against  disease  and  accident.  Ill  health,  disease, 
personal  injury  by  accident,  and  death  from  disease  and  accident 
are  dangers  which  everyone  has  to  face.  INIost  persons  exercise 
some  degree  of  care  to  protect  themselves,  and  until  modern  times 
it  was  not  supposed  to  be  the  function  of  government  to  protect 
the  people  against  these  dangers.  The  true  nature  of  disease  and 
the  means  by  which  it  is  carried  from  one  person  to  another  and 
from  one  region  to  another  were  imperfectly  or  not  at  all  under- 
stood. Disease,  accident,  and  death  were  regarded  as  "  acts  of 
God  "  to  be  accepted  as  they  came  with  fortitude  and  a  submis- 
sive spirit;  that  organized  effort  could  do  anything  to  prevent 
or  mitigate  them  was  not  realized.  The  marvellous  discoveries 
of  modern  science  and  the  equally  marvellous  accomplishments  of 
medical  practice  have  opened  up  a  vast  field  for  profitable  gov- 
ernment action.  The  causes  of  many  diseases  may  be  eliminated, 
and  the  spread  of  disease  may  be  checked.  Some  of  the  most 
deadly  of  diseases,  such  as  yellow  fever,  smallpox,  typhoid,  etc., 
have  been  virtually  abolished  in  certain  parts  of  the  world,  and 
their  ultimate  complete  disappearance  is  within  the  limits  of 
possibility.  Modern  treatment  of  disease  is  able  to  limit  its  power 
and  thus  reduce  the  mortality  and  the  permanent  after-effects  of 
disease.  These  are  results  however  which  cannot  be  accomplished 
by  individual  action,  no  matter  how  intelligent  and  courageous. 
The  enlightened  action  of  the  few  will  be  neutralized  by  the  igno- 
rant and  selfish  action  of  the  many.  Results  may  be  accomplished 
only  when  all  are  brought  under  the  compulsion  of  government 
authority. 

To  enumerate  and  describe  all  that  modern  government  does  in 
this  field  would  be  too  long  a  story  for  this  book  and  take  us  too 
far  afield  from  the  object  of  our  study.  Let  it  suffice  merely  to  call 
to  mind  some  of  the  things  that  are  being  done.  Preveaiioiu?! 
disease  is  the  aim  of  modern  sanitary  regulations,  which  seek  to_ 

ensure  pure  water  supply,  to  prevent  the  sale  of  unwholesome 

milk,  meat,  fruit,  and  vegetables,  to  enforce  proper  sewage  disr 
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posal,  etc.  Living  conditions  in  cities  are  regulated  by  tenement 
house  laws  setting  certain  standards  of  light,  air,  and  space.  The 
spread  of  contagious  diseases  is  checked  by  compulsory  reporting 
of  cases  and  by  isolation  and  quarantine  imposed  by  the  local 
public  health  authorities.  The  federal  government  through  its 
quarantine  and  immigration  services  exercises  constant  care  to 
prevent  the  entry  into  the  country  of  diseased,  persons.  Certain 
especially  dangerous  trades,  such  as  the  manufacture  of  matches, 
are  regulated  or  have  been  entirely  reorganized  under  rules  im- 
posed by  governmental  authority.  The  treatment  of  disease  is 
no  longer  left  entirely  to  the  resources  of  the  sick  themselves  or 
their  families  and  friends.  Public  hospitals,  clinics,  and  dis- 
pensaries come  to  the  aid  of  the  people,  especially  those  too  poor 
to  provide  proper  treatment  at  their  own  cost. 

On  the  side  of  accident  prevention  the  government  is  no  less 
active.  The  law  enforces  certain  standards  in  the  construction  of 
factories,  stores,  school  buildings,  theatres,  and  in  general  all 
buildings  where  large  companies  of  people  assemble.  Fire  exits 
and  fire  escapes  must  be  provided ;  stairs  must  be  lighted  and 
kept  free  from  obstruction ;  stairways,  elevator  shafts,  etc.,  must 
be  properly  guarded ;  dangerous  machinery  must  be  screened ; 
these  are  only  a  few  everyday  examples  of  the  activity  of  govern- 
ment in  the  effort  to  prevent  accident. 

The  practice  of  medicine,  dentistry,  and  even  hair-cutting^is 
generally  restricted  by  the  imposition  of  certain  standards  of 
education  and  experience  and  by  sanitary  rules  and  regulations. 

In  all  this  expansion  of  government  activity  the  necessity  of 
individual  care  of  health  and  life  is  of  course  not  abrogated.  In- 
deed much  of  the  organized  work  in  the  interest  of  public  health 
is  carried  on  by  private  wealth  and  initiative.  Magnificent  hos- 
pitals and  dispensaries  are  frequently  privately  endowed,  and 
private  charity  does  much  for  the  indigent  sick.  The  scientific 
study  of  disease  and  the  practical  efforts  to  stamp  out  the  great 
epidemic  scourges  have  received  much  of  their  impetus  and  support 
from  private  generosity.  Witness  the  magnificent  world  cam- 
paigns so  successfully  waged  by  the  Rockefeller  fijundation  against 
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yellow  fever,  malaria,  hookworm,  etc.  Government  does  not 
at  all  supersede  private  effort.  But  it  adds  resources  of  great 
importance,  and  when  compulsion  is  necessary  the  government 
brings  to  bear  the  indispensable  force  of  authority  which  it  alone 
possesses. 

The  economic  bearing  of  the  sanitary  function  of  government  is 
evident.  Of  the  three  factors  of  production  ordinarily  mentioned 
(land,  labor,  and  capital)  man  himself  is  one.  All  production 
depends  upon  him,  and  nothing  is  more  essential  to  his  success 
in  production  than  physical  health  and  vigor.  As  an  individual, 
the  sick  man  is  inefficient  or  useless  or  worse.  On  the  other  hand 
whole  communities,  states  or  nations,  have  had  their  productive 
powers  impaired  by  such  scourges  as  the  "  black  death  "  of  medi- 
eval England,  the  yellow  fever  of  Panama,  the  malaria  and  hook- 
worm of  some  of  our  southern  states.  Government,  in  what  it 
does  to  prevent  and  cure  disease  and  to  remove  the  causes  of  acci- 
dent, is  contributing  powerfully  to  the  production  of  wealth, 
promoting  its  equitable  distribution,  and  adding  to  the  enjoyment 
of  its  consumption. 

Care  of  dependents  and  defectives.  In  every  group  of  people 
there  will  be  found  certain  individuals  who  for  one  reason  or  another 
are  unable  to  provide  for  their  own  needs  or  to  contribute  their 
share  toward  the  common  provision.  The  cause  may  be  some 
congenital  physical  or  mental  defect,  or  the  result  of  sickness  or 
accident,  or  even  some  abnormal  twist  of  character  which  inca- 
pacitates the  individual  as  a  worker.  Among  primitive  and  savage 
peoples,  such  individuals  were  usually  recognized  as  a  burden  and 
handicap  to  the  tribe;  they  were  consequently  left  to  perish  of 
want  or  were  even  executed  on  the  authority  of  the  chief.  Modern 
sensibilities  cannot  tolerate  such  a  summary,  though  logical,  solu- 
tion of  the  problem.  We  feel  that,  for  our  own  peace  of  mind  if 
for  no  other  reason,  the  poor,  the  sick,  the  crippled,  the  insane, 
and  the  other  unfortunates  must  be  cared  for  and  made  at  least 
tolerably  comfortable.  Of  course  many  such  are  cared  for  by  their 
families  and  friends  and  so  do  not  present  a  public  problem.  Others 
are  supported  by  prixate  charity.     In  medieval  times  the  Church 
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was  the  principal  agency  for  the  care  of  the  large  classes  of  depend- 
ents and  defectives  which  were  generally  to  be  found  in  every 
community.  As  the  Church  lost  its  authority  and  its  wealth,  it 
gradually  ceased  to  perform  this  function.  Priyate  charitx_was 
more  insistently  called  upon,  and  finally  the  government  was  given 
the  task  of  providing  for  all  those  who  were  not  otherwise  cared 
for.  In  general  the  government  in  this  undertaking  has  proved 
more  efficient  and  less  demoralizing  to  the  dependents  than  either 
the  Church  or  private  charity.  The  government  alone  is  able  to 
exert  the  comprehensive  authority  which  this  function  demands 
for  its  effective  accomplishment,  and  only  the  government  is  able 
to  distribute  the  burden  of  cost  equitably  among  the  self-reliant 
parts  of  the  community.  This  is  not  at  all  to  belittle  the  accom- 
plishments of  private  charity  when  properly  organized,  as  it  is  in 
many  of  the  larger  cities,  or  to  underestimate  the  large  part  of  the 
burden  of  which  the  government  is  thereby  relieved. 

The  function  is  in  the  United  States  performed  principally  by 
the  state  and  local  governments.  The  states  generally  provide 
the  insane  asylums  and  certain  hospitals ;  the  poor-house  is  usually 
a  county  or  town  institution ;  the  large  cities  are  active  in  poor 
relief  and  in  provision  of  hospitals  and  other  agencies  for  the  care 
of  the  sick  and  crippled. 

The  economic  aspect  of  this  function  presents  peculiarities  and 
some  interesting  problems.  So  far  as  the  mere  production  of 
wealth  is  concerned,  this  function  is  generally  a  handicap  rather 
than  a  help.  The  dependent  and  defective  classes  are  in  the 
nature  of  the  case  not  productive,  and  their  support  is  a  burden 
upon  the  productive  members  of  the  community.  From  this 
point  of  view  the  summary  method  of  the  savage  tribe  is  the  more 
logical  one.  Howe\'er  modern  civilized  man  insists  that  the 
dependent  classes  be  cared  for,  and  he  is  willing  to  pay  the  cost. 
The  economic  result  is  that  a  certain  part  of  the  income  of  the  com- 
munity is  diverted  from  those  to  whom  it  would  otherwise  go  in 
order  to  care  for  those  who  are  unable  to  provide  for  themselves. 
Production  is  not  enhanced,  may  indeed  be  hindered,  while  a 
material  change  is  effected  in  the  distribution  and  consumption  of 
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the  product.  It  is  an  interesting  question  how  far  a  nation 
may  go  in  this  direction  without  threatening  its  future  in  the 
struggle  for  existence.  If  the  dependent  and  defective  classes.are 
supported  in  ease  and  comfort,  if  they  are  permitted  to  perpetuate 
themselves  —  and  many  of  the  traits  which  characterize  them 
appear  to  be  hereditary  —  the  time  may  come  when  their  numbers 
will  have  become  so  great  and  the  burden  of  their  support  so  heavy 
that  the  capable  members  of  the  nation  will  falter  under  the  load 
and  succumb  in  the  struggle  for  existence  with  other  more  ruth- 
less nations..  -  Or  the  diffusion  of  the  inferior  traits  of  the  dependent 
class  among  the  whole  people  may  so  weaken  the  national  stock 
as  again  to  handicap  it  in  the  struggle  for  existence.  It  must  be 
admitted  that  our  modern  attitude  is  directly  contrary  to  the 
evolutionary  principle  of  survival  of  the  fittest.  We  permit .sur-: 
vival  of  the  unfittest,  particularly  if  the  dependent  classes  are  left 
free  to  marry  and  have  children. 

Of  course  it  is  not  intended  to  suggest  a  reversion  to  the  ruthless 
methods  of  the  savage  tribe.  Xor  is  this  the  place  for  an  exhaus- 
tive study  of  this  subject  or  the  formulation  of  rules  whereby  the 
modern  humanitarian  sensibilities  may  be  respected  without 
danger  to  the  race.  Our  purpose  is  served  when  it  is  clearly  seen 
that  here  is  an  important  function  of  modern  government,  with 
immediate  effects  upon  the  production,  distribution,  and  consump- 
tion of  w^ealth,  and  with  remote  efFects  deserving  the  most  serious 
consideration. 

Maintenance  of  moral  standards.  Every  group  of  people  has 
certain  approved  modes  of  conduct,  the  proper  ways  of  doing 
things,  the  mores,  which  exercise  a  powerful  control  over  every 
department  of  human  conduct.  The  particular  acts  which^aje 
approved  or  disapproved  differ  as  widely  as  the  poles  among  dif- 
ferent peoples.  With  certain  races  monogamy  is  the  rule  ;  among 
others  polygamy  is  the  correct  thing.  The  taking  of  human  life 
is  against  public  morality  among  most  civilized  peoples ;  but  with 
certain  less  advanced  tribes  killing,  provided  of  course  proper 
discretion  is  shown  in  the  choice  of  the  victim,  is  highly  meritori- 
ous or  even  a  sacred  dutv.     But,  however  much  moral  codes  may 
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differ,  however  difficult  it  may  appear  to  find  rational  grounds  for 
the  mores,  each_community  takes  its  own  approved  customs  very 
seriously.  Those  who  act  differently  are  at_.b.est  bizarre  or 
queer,  at  worst  they  are  immoral  or  wicked. 

Sooner  or  later  the  more  important  of  the  mores  tend  to  become 
standardized  and  formulated  in  laws  and  enforced  by  the  govern- 
ment. Thus  modern  governments  regulate  the  traffic  in  intoxicat- 
ing liquors  and  narcotic  drugs.  The  laws  of  nearly  every  nation 
take  cognizance  of  prostitution  and  seek  to  regulate  if  not  to  sup- 
press it.  The  conduct  of  people  in  dance  halls,  theatres,  and  other 
amusement  places  is  subject  to  legal  regulation.  Censorship  of 
books,  plays,  moving  pictures,  and  works  of  art  seeks  to  prevent 
the  obscene  and  indecent,  meaning  that  which  is  flagrantly  at 
variance  with  the  accepted  moral  standard  of  the  particular  group. 
Dress  has  always  been  a  subject  for  the  lawmaker  and  the  ruler. 
The  Immigration  Service  of  the  United  States  restricts  the  entry 
of  foreigners,  both  in  order  to  keep  out  those  whose  conduct  is 
likely  to  offend  our  moral  standards  and  also  in  order  to  restrict 
the  numbers  of  the  population  so  as  to  maintain  our  economic 
and  social  standards  against  the  inrush  of  alien  customs.  The 
economic  significance  of  the  mores  can  scarcely  be  exaggerated, 
being  as  they  are  an  essential  part  of  the  environment  in  which 
man  lives  and  which  limits  his  economic  activities.  They  affect 
profoundly  the  production,  distribution,  and  consumption  of 
wealth,  and  the  government's  action  in  formulating  and  enforcing 
social  standards  is  correspondingly  important. 

Protection  against  certain  forces  of  nature.  Nowhere  is  the 
effectiveness  of  group  action  under  governmental  authority  more 
clearly  shown,  though  in  a  relatively  minor  sphere,  than  in  the 
measures  taken  to  give  protection  against  certain  destructive 
forces  of  nature,  such  as  fire,  flood,  and  storms  at  sea^.  The  city 
fire  department^  the  United  States  Life  Saving  Service,  the  state, 
forest  fire  patrol,  the  government  levees  along  the  river  banks  are 
well-known  examples  of  a  function  of  great  economic  importance 
which  could  be  performed  only  imperfectly  or  which  in  many  in- 
stances would  not  be  performed  at  all  if  left  to  private  initiative. 


210  ELEMENTARY  ECONOMICS 

Protective  and  developmental  functions.  The  functions  of 
government  to  which  attention  has  thus  far  been  invited  are  alike 
in  that  their  purpose  is  protective;  that  is,  to  prevent  or  over- 
come that  which  is  regarded  as  evil.  They  are  sometimes  called 
the  "  protective  functions  "  of  government.  We  must  notice  now 
certain  governmental  functions  of  a  different  sort,  which  aim,  not 
primarily  to  defend  from  evil,  but  rather  to  promote  that  which 
is  held  to  be  gppd.  They  have  been  called  the  "  developmental 
functions  "  of  government.  Their  nature  will  appear  more  clearly 
as  we  proceed  to  the  study  of  the  particular  governmental  activities 
which  are  so  classified. 

Education.  Foremost  among  them  comes  education.  It  was 
not  so  long  ago  that  there  was  virtually  no  public  education. 
Such  education  as  existed  was  mostly  in  the  hands  of  the  Church. 
Only  the  favored  few,  kings,  nobles,  and  priests,  received  any 
education ;  the  masses  of  the  people  went  on  from  generation  to 
generation  in  ignorance.  With  the  decline  of  the  Church's  influ- 
ence, education  was  gradually  taken  over  both  by  private  schools 
and  by  the  government.  Today  universal  education,  through 
the  elementary  grades  at  least,  is  the  ideal  and  to  a  considerable 
extent  the  accomplished  achievement  of  enlightened  democratic 
nations.  The  responsibility  for  this  accomplishment  is  divided 
between  governmental  and  private  educational  institutions.  In 
the  United  States,  as  everyone  knows,  primary  education  is  fur- 
nished free,  or  practically  so,  by  the  schools  of  the  towns  or  coun- 
ties. High  schools  are  provided  by  the  counties  and  the  more 
populous  towns  and  cities.  State  laws  generally  make  school 
attendance  compulsory  up  to  a  certain  age,  and  the  government 
is  therefore  under  the  obligation  of  furnishing  at  least  the  elemen- 
tary schools,  accessible  to  all  the  people.  High  school  attendance 
is  not  generally  compulsory,  yet  the  facilities  of  the  public  high 
schools  are  available  to  the  people  in  almost  every  part  of  the  land. 
Even  the  higher  education  of  the  college  and  the  specialized  ad- 
vanced and  technical  training  of  the  university  are  provided  by 
state  universities  in  the  majority  of  the  states. 

Private  schools  in  America  cooperate  with  the  government. 
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sparingly  in  the  elementary  grades,  more  generously  in  the  "  pre- 
paratory "  schools  of  high  school  grade,  and  with  extraordinary 
liberality  and  eflficiency  in  the  furnishing  of  facilities  for  college 
and  university  education,  so  much  so  that  many  of  the  states, 
especially  in  the  northeastern  part  of  the  country,  are  able  to  rely 
upon  privately  endowed  colleges  and  universities  and  are  freed 
from  the  necessity  of  providing  state  universities. 

The  fundamental  motive  of  universal  public  education  is  prob- 
ably political  rather  than  economic;  we  believe  that  democratic 
government  can  flourish  and  survive  only  when  there  is  a  fair 
degree  of  intelligence  and  knowledge  among  the  people.  Never- 
theless the  economic  effects  of  public  education  are  scarcely  capable 
of  exaggeration.  As  producers,  as  claimants  of  their  respective 
shares  of  the  product,  and  as  consumers  of  wealth,  the  whole 
character  of  a  people  is  governed  by  the  degree  and  the  nature  of 
the  education  which  it  enjoys.  The  economic  superiority  of  the 
United  States  and  the  other  leading  nations  of  the  world,  as  equally 
the  economic  inferiority  of  such  nations  as  China  and  India,  is 
without  doubt  largely  to  be  ascribed  to  differences  in  education. 
With  such  understanding  as  the  reader  already  possesses  of  the 
factors  of  production  and  the  principles  which  govern  the  distri- 
bution and  consumption  of  wealth,  the  immense  significance  of 
education  in  the  realm  of  economics  will  scarcely  need  further 
demonstration. 

Before  leaving  the  subject  of  education,  mention  at  least  should 
be  made  of  certain  governmental  agencies,  not  schools,  but  having 
a  real_educational  tendency,  such  as  public  libraries,  museums, 
art  galleries,  industrial  exliibitions,  and  the  like.  Here  again 
there  is  material  aid  from  privately  supported  institutions. 

Somewhat  further  removed  from  education  strictly  defined, 
yet  partaking  of  the  same  general  nature,  we  find  governmental 
establishments  for  public  recreation.  There  are  parks,  zoological 
and  botanical  gardens,  bathing  places  on  seashore,  lake,  or  river, 
athletic  fields,  vacation  camps,  and  playgrounds.  Modern  govern- 
ments are  giving  considerable  attention  to  this  function,  whose 
economic  aspects  will  be  obvious. 
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Religion.  Many  nations  recognize  and  support  a  state  Church. 
The  political  and  social  questions  thus  raised  are  of  great  im- 
portance but  lie  outside  the  field  of  our  investigation.  Economi- 
cally the  support  of  the  established  Church  may  be  a  considerable 
burden  upon  the  people,  which  is  further  increased  when  the 
Church  is  the  owner  of  large  estates  which  may  be  either  with- 
drawn from  the  most  productive  uses  or  managed  solely  in  the 
interest  of  the  Church.  To  the  American  student  this  function 
of  government  is  of  less  interest,  since  our  traditional  policy  of 
separation  between  church  and  state  has  enabled  the  government 
to  avoid  entirely  this  function. 

Facilities  for  national  industry.  There  are  certain  points  at 
which  the  government,  on  account  of  its  relationship  to  all  the 
people  and  its  possession  of  the  power  of  compulsion,  is  able  to 
furnish  facilities  for  the  aid  of  industry  which  private  business 
agencies  could  provide  for  themselves  only  imperfectly  or  not  at  all. 
Highways  and  bridges,  formerly  built  and  operated  as  private 
enterprises,  are  now  generally  furnished  by  the  government  for  the 
free  use  of  all  the  people.  The  maintenance  of  harbors  and  navi- 
gable streams  is  almost  universally  a  government  function,  as  is 
the  protection  of  navigation  by  lighthouses,  buoj^s,  etc.  The 
government  thus  enters  very  directly  and  helpfully  into  the  pro- 
duction of  wealth  and  services.  Production  is  further  aided  and 
the  distribution  of  incomes  materially  affected  by  the  system  of 
patents  and  copyrights  enforced  by  government.  To  government 
is  entrusted  the  task  of  furnishing  the  people  their  raonetary  sys- 
tem, or  at  least  their  standard  money.  Forestry  and  irrigation 
projects  are  commonly  undertaken  by  the  government  in  the 
interest  of  more  efficient  production.  Determination  of  standards 
of  weights  and  measures^  and  the  enforcement  of  their  honest  use 
are  an  important  economic  function  of  government.  The  consular 
and  diplomatic  agents  perform  valuable  services  to  the  country's 
merchants,  bankers,  and  others  engaged  in  foreign  trade.  In  the 
United  States,  for  example,  the  Bureau  of  Foreign  and  Domestic 
Trade  is  constantly  issuing  information  regarding  foreign  coun- 
tries, upon  such  matters  as  business  opportunities,  the  extent  and 
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character  of  competition  in  the  foreign  markets,  credit  conditions, 
methods  of  markctinir,  commercial  laws,  and  trade  statistics.- 
There  is  material  aiil  also  to  domestic  agriculture,  manufacture, 
and  trade,  through  dispensing  reports  of  production,  crops,  trans- 
portation, and  market  conditions.  In  the  years  immediately  after 
the  World  War  the  United  States  Government  performed  a  con- 
spicuous service  in  organizing  conferences  of  manufacturers  for 
the  purpose  of  eliminating  the  waste  involved  in  the  prevailing  lack 
of  standardized  patterns  and  specifications ;  the  resulting  "  sim- 
plified practice  "  is  believed  to  have  been  a  factor  in  American 
economic  prosperity  in  the  third  decade  of  the  present  century. 
Agriculture  is  aided  by  state  experiment  stations.  Various  official 
agencies  conduct  investigations  and  furnish  useful  information  to 
the  people,  as  for  example  the  United  States  Census.  A  compre- 
hensive list  of  such  services  of  government  would  be  a  long  one ; 
enough  examples  have  been  cited  to  demonstrate  the  magnitude 
and  variety  and  importance  of  such  contributions  of  government 
to  the  economic  endea\'ors  of  the  people. 

The  primary  functions  of  government.  The_governmental 
functions  thus  f ar  _stud]ed_are  in  general  devoted  to  rendering 
services  which  the  people,  acting  as  individuals  or  through  private 
associations,  would  find  it  difficult  or  impossible  to  perform  so  well 
for  themselves.  This  statement,  though  it  would  be  disputed  by 
the  anarchist  and  by  some  extreme  individualists,  represents  fairly 
the  consensus  of  opinion  of  the  great  majority  of  the  people  of 
modern  nations.  It  is  recognized  that  the  performance  of  these^ 
services  requires  the  j)()wer  of  compulsion  and  the  all-inclusive 
jurisdiction  which  government  alone  possesses.  Very  few  persons 
wontt  toda5'  seriously  suggest  that  any  material  part  olf  the  func- 
tions thus  far  mentioned  in  this  chapter  (with  the  exception  of 
religion,  perhaps)  should  be  taken  away  from  government  and 
relegated  to  private  initiative.  It  is  in  this  sense  that  these  are 
peculiarly  governmental  functions,  for  which  we  suggest  the  term 
yrimary  funoiions  of  government. 

Government  industries.     The  foregoing  are  to  be  contrasted 
with  government  activities  in  the  industrial  field,  in  which  private 
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business  occupies  the  dominant  position  —  activities  which  are 
performed  or  might  conceivably  be  performed  just  as  well  or 
better  by  private  enterprise.  Here  there  is  no  such  general  agree- 
ment as  to  the  proper  scope  of  governmental  activity,  and  there  is 
much  room  for  debate  as  to  how  far  the  government  may  advan- 
tageously go  in  the  industrial  field.  Practically  every  nation  has 
given  over  to  its  government  the  business  of  carrying  the  mails. 
Many  European  governments  operate  also  the  railroads,  the  express 
business,  the  telegraph,  and  the  telephone.  Local  governments, 
in  America  and  still  more  frequently  in  Europe,  engage  in  the 
business  of  furnishing  their  citizens  with  water  and,  somewhat  less 
commonly,  with  gas,  electricity,  street  railways,  etc.  State  and 
municipal  forests  are  common  in  Europe.  In  general  the  expansion 
of  government  into  the  industrial  field  has  gone  much  farther  in 
Europe  than  in  America.  The  industrial  activities  of  government 
must  obviously  have  most  important  economic  aspects  besides 
those  presented  by  the  primary  functions.  Indeed  this  whole  sub- 
ject is  so  important  that  its  treatment  will  be  reserved  for  a 
separate  chapter  in  connection  with  the  study  of  public  finance. 

Taking  stock  of  our  economic  organization.  We  have  now 
arrived  at  the  conclusion  of  the  first  part  of  our  study.  At  the 
outset  the  reader  was  reminded  that  man  differs  from  jheJoseiL. 
animals  fundamentally  in  the  infinite  number  and  variety  of  his 
wants  and  in  the  extraordinary  range  and  intensity  of  his  activities- 
in  the  quest  of  their  satisfaction,  and  Part  I  of  this  book  has  sought 
to  present  a  sketch  of  the  economic  organization  which  has  been 
built  up  for  this  purpose.  The^central  theme,  giving, coherence  and 
meaning  to  the  infinitely  complex  picture^  is  that  modern  economic 
life  is  cooperative,  based  upon  division  of  labor,  individual  freedom, 
privatejiroperty,  and  the  control  of  productjoii^Mld  ^istributum 
by  price.  Through  examination  of  earlier  economic  systems  of  a 
different  sort  and  by  the  aid  of  a  brief  glance  at  the  evolutionary 
process  by  which  the  present  system  has  developed,  it  has  become 
evident  that  the  latter  is  more  effective  in  the  production  of  wealth 
and  services  for  the  satisfaction  of  human  wants  than  any  system 
which  has  preceded  it  in  the  history  of  mankind. 
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It  must  not  be  presumed  however  that  the  productive  system 
works  perfectly.  No  human  institution  is  perfect.  The  critical 
student  of  current  affairs  has  frequent  occasion  to  observe  that  the 
productive  machine  does  not  always  run  with  perfect  smoothness. 
He  notes  an  occasional  breakdown  in  the  transportation  system, 
disturbances  in  the  mining  industry  which  interrupt  the  normal 
flow  of  coal  from  the  mines  to  the  consumers,  strikes  and  lock-outs 
in  the  factories,  unwise  distribution  of  land  between  the  various 
farm  crops,  and  so  on.  Tt_is  evident  that  to  many  a  ppr^oruth^ 
alleged  freedom_to_choose  an  occupation,  to  produc^what  he 
.wishes,  and  to  have  and  enjoy  the  product  of  his  industry-seeios 
more  imaginary  than  real.  It  is  certain  that  not  all  the  men  whose 
judgment  guides  the  industrial  machine  are  the  ones  best  fitted 
for  their  posts.  Capital  does  not  instantly  and  without  exception  ( 
distribute  itself  among  the  several  industries  in  perfect  adjustment 
to  their  respective  needs.  There  is  obvious  maladjustment  of  the 
labor  force,  and  no  one  can  claim  that  every  parcel  of  land  is  always 
put  to  its  most  productive  use.  Competition  appears  not  always 
to  apportion  rewards  according  to  productive  contribution  but 
sometimes  to  favor  the  merely  shrewd  or  the  actually  dishonest 
Private  property,  in  company  with  free  competitive  industry  and 
reenforced  by  inheritance,  occasions,  or  at  any  rate  permits,  great 
inequality  in  the  distribution  of  the  products  of  industry  and  of 
the  capital  instruments  from  which  further  products  are  to  flow. 

It  must  also  be  evident  to  anyone  who  looks  beneath  the  surface 
that,  when  government  authority  was  displaced  by  free  enterprise 
under  the  control  of  price  as  the  directing  force  back  of  production 
the  control  of  production  was  actually  given  over  to  the  consumers, 
or  more  specifically  to  those  who  have  the  wherewithal  to  pay  for 
the  things  they  want.  As  has  been  observed,  nothing  wJILJjg^ 
produced,  no  matter  how  beneficial  it  might  presumably  be  to 
mankind,  unless  people  are  able  and  willing  to  pay  a  price  equal 
to  its  cost  of  production,  and  any  conceivable  thing  will  be  pro- 
duced, no  matter  how  frivolous~br  e\^i  posjLtively_harmfulj_so 
long  as_s^]ieone. is. prepared  to  pay  for  its  co^t.  Production  is 
thus  directed,  not  toward  the  maximum  of  things  most  beneficial 
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to  mankind  on  the  basis  of  some  ethical  or  moral  standard,  but 
toward  the  things  which  are  wanted  by  those  who  can  pay  for 
them.  It  is  this  which  gives  special  significance  to  the  inequality 
in  the  distribution  of  wealth  which  appears  to  be  an  inevitable 
concomitant  of  the  present  economic  system.  Those  who_haye 
abundance  do  not  merely  receive  a  greater  share  of  the  product 
oTmdustry;  they  have  a  disproportionate  voice  in  saying  what 
things  shall  be  produced.  The  machinery  of  production  is  directed 
to  the  turning  out  of  steam  yachts  and  race  horses,  fine  silks  and 
costly  wines,  even  though  there  be  those  who  are  in  need  of  the 
food  and.  clolhing-whixgh  might  otherwise  be  produced  in  greater 
abundance ;  land  is  set  aside  for  private  estates  and  hunting  pre- 
serves which  might  otherwise  be  devoted  to  the  production  of  a 
more  abundant  flow  of  food  and  other  necessities. 

"Shall  the  system  be  scrapped?    Now  there  are  those  to  whom 

.these  weaknesses  of  the  present  industrial  regime  loom  so  large 

'that  their  patience  is  exhausted  and  they  cry:    away  with  the 

\whole  system !     Industry  is  going  to  rack  and  ruin  in  the  hands 

)f  irresponsible  and  incompetent  entrepreneurs ;   let  us  substitute 

/government   ownership.     Competition   is   nothing   but   legalized 

selfishness,  in  which  the  race  is  to  the  unscrupulous  and  grasping, 

not  to  the  honest  and  efficient ;  let  us  therefore  substitute  the  real 

cooperation  which  socialism  offers.     Worst  of  all  is  the  intolerable 

inequality  in  the  distribution  of  the  good  things  of  life;    let  us 

therefore  prohibit  inheritance,  let  us  have  government  ownership 

of  the  capital  instruments  of  production,  or  better  still  let  us  abolish 

private  property  entirely  and  entrust  all  wealth,  along  with  the 

direction  of  industry,  to  the  socialistic  state. 

What  the  present  system  accomplishes.  Now  the  time  to  pass 
judgment  upon  proposals  to  alter  radically  the  existing  economic 
system  is  not  at  the  beginning  of  our  study  of  economics  but  at 
its  close,  when  we  shall  better  understand  the  details  of  the  present 
system  and  the  possibilities  of  proposed  substitutes.  What  our 
present  purpose  requires  is  to  attain  a  clear  notion  of  the  general 
outline  of  the  existing  system  and  its  operation.  The  essential 
foundation  of  the  philosophy  of  economic  freedom,  with  its  corol- 
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laries  of  private  property,  individual  control  of  industry,  and 
competition,  is  that,  by  leaving  the  several  individuals  free  to  act- 
in  their  own  interests,  the  maximum  total  production  will  be 
obtained  and  to  that  extent  at  least  the  interests  of  the  whole 
community  will  be  served.  As  was  pointed  out  in  the  first  chapter, 
the  welfare  of  mankind  depends  first  upon  the  total  amount  of 
production  and  second  upon  its  distribution.  Any  "  reform  " 
which  aims  to  improve  distribution  must  see  to  it  that  the  effec- 
tiveness of  production  is  not  incidentally  impaired,  lest  the  remedy 
be  worse  than  the  disease. 

There  can  be  no  doubt  that  the  system  of  economiG-ireedpm 
does  offer  a  powerful  motive  to  production  and  does  spur  men  on 
to  energetic  effort.  Equally  without  doubt  is  it  that  economic 
freedom  is  an  incentive  to  leadership.  Executive  ability  of  a 
high  order  is  by  no  means  over-abundant,  and  it  is  indispensable 
that  such  leadership  be  found  out  and  placed  at  the  disposal  of 
industry.  He  is  most  successful  who  not  only  perfects  the  internal 
organization  of  his  own  business  but  who  makes  the  most  perfect 
adjustment  of  his  business  with  other  types  of  business  round  about 
Ijim.  The  present  system  does  on  the  whole  call  forth  efficient 
leaders  and  make  them  cooperate.  Agaui  there  can  be  no  doubt 
that  economic  freedom,  offers  a  powerful  stimulus  to  saving.  The 
motives  for  saving  are  varied,  but  they  are  particularly  strong  in 
a  system  of  private  property.  There  is  the  one  who  is  timid  about 
the  future,  who  fears  lest  the  almshouse  or  the  charity  ward  of  a 
hospital  be  his  fate  in  old  age ;  to  avoid  this  he  is  willing  to  deny 
himself  things  in  the  present.  Another  wants  his  family  to  occupy 
a  position  of  equality  with  those  who  at  present  live  without  work ; 
he  labors  long  and  hard,  expecting  to  find  his  reward  in  the  attain- 
ment of  that  position.  Another,  not  so  concerned  with  social 
position,  is  fearful  lest  those  dependent  upon  him  be  in  want  after 
his  death.  QtherjiiQliyesjnight  be  mentioned,  and_we_sliould_find 
that  most  of  them  are  conditioned  on  the  responsibility  of  the 
Individual  for  his  own  present  and  future  welfare,  which  is  a  corol- 
lary of  freedom.  The  present  system  thus  promotes  the  accumu- 
lation of  capital  needed  for  production. 
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Again  it  is  certain  that  the  automatic  control  of  industry  through 
competitive  prices  does  on  tlie  whole  compel  producers  to  bring 
forth  the  goods  the  people  want  in  the  respective  quantities  wanted 
and  to  deliver  them  to  the  consumers  at  about  what  it  costs  to 
produce  them.  This  is  an  accomplishment  not  to  be  lightly  cast 
aside,  even  though  the  direction  of  industry  may  not  perfectly 
conform  to  some  preconceived  standard  of  ethics  or  morals.  And 
finally  the  present  system  of  distribution,  in  spite  of  all  exceptions, 
does  bear  a  very  definite  relation  to  the  productive  contributions 
of  the  several  individuals. 

The  present  conclusion.  It  will  be  noted  that  the  statements  of 
the  foregoing  section  leave  ample  room  for  all  the  exceptions  to 
which  attention  has  previously  been  called  and  for  the  perfectly 
evident  conclusion  that  the  present  system  falls  short  of  perfec- 
tion. It  is  therefore  to  be  presumed  that  the  present  system  is 
capable  of  improvement.  In  fact  the  system  is  already  the  result 
of  first  a  movement  away  from  government  control  and  later  a 
rnaterial  reaction  from  the  extreme  of  laissezfaire.  The  Industrial 
Revolution  brought  conditions  which  compelled  limitation  of  the 
field  of  free  competition  in  the  interests  of  the  laboring  class  by 
two  types  of  regulation.  In  the  first  place  the  workers  found  that 
they  were  competing  among  themselves  and  that  consequently 
the  individual  worker  was  less  efficient  in  bargaining  with  his 
employer.  So,  not  without  a  struggle,  the  laborers  gained  the 
right  to  combine  and  to  act  through  their  organizations.  Volun- 
tary restriction  on  the  individual  was  agreed  upon,  and  bargaining 
with  the  employer  by  the  working  group  as  a  whole  was  permitted. 
In  the  second  place  it  was  apparent  that  public  regulation  was 
necessary  to  protect  the  worker  unable  or  unwilling  to  protect 
himself,  and  the  state  has  passed  legislation  regarding  the  hours 
of  work  for  women  and  children,  the  fencing  of  dangerous  machin- 
ery, and  the  conditions  of  work  in  mines  or  in  other  unhealthy  or 
dangerous  occupations.  On  the  other  hand  it  has  been  found  that 
the  entrepreneurs  themselves  need  protection  against  "  unfair  " 
practices  developed  in  their  competition  with  each  other.  And 
finally  the  consumers  are  today  safeguarded  by  pure  food  and 
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drug  laws,  by  restrictions  upon  combinations  of  producers^-and 
even  by  legal  regulation  of  prices  in  certain  cases^  as  for  water,  |a;as, 
electricity,  railway  transportation,  etc. 

In  such  ways  has  the  extreme  philosophy  of  freedom  been  modi- 
fied. That  further  modifications  of  the  present  economic  system 
are  to  come  is  a  reasonable,  indeed  an  inevitable,  inference.  That 
the  whole  system  will  be  scrapped  and  something  quite  different 
substituted  is  most  unlikely,  just  as  unlikely  as  that  it  will  be  crys- 
tallized and  perpetuated  in  exactly  its  present  form.  We  shall 
give  thought  to  these  questions  in  the  concluding  chapters  of  this 
book.  We  have  now^  reached  the  point  in  our  study  at  which  we 
can  at  least  appreciate  the  well-nigh  infinite  complexity  of  our 
economic  organization  and  can  recognize  that  he  who  w^ould  attain 
to  such  understanding  of  its  nature  as  to  be  able  to  pass  w^ise  judg- 
ment upon  it  has  set  himself  no  mean  task.  At  the  present  stage 
of  our  study  it  would  therefore  be  most  unscientific  either  to  jump 
to  the  conclusion  that  the  imperfections  of  the  present  system  war- 
rant its  discard  in  favor  of  something  radically  different  or  to  con- 
clude from  the  undoubted  services  to  mankind  of  the  present  sys- 
tem that  it  is  perfect  and  should  be  defended  against  any  change. 
In  the  chapters  now  before  us  we  shall  seek  a  more  complete  and 
intimate  acquaintance  with  the  economic  system  and  shall  thereby 
at  least  approach  nearer  to  that  knowledge  and  understanding 
which  alone  can  qualify  one  to  sit  in  judgment  upon  it. 
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CHAPTER  XI 
PRICE  AND  THE  CONSUMER 

In  harmony  with  the  title  and  the  general  purpose  of  Part  I  of 
this  book,  the  treatment  thus  far  has  been  descriptive  and  historical 
rather  than  analytical  and  critical.  We  have  not  stopped  always 
to  go  to  the  bottom  in  search  of  causes  and  explanations,  nor  have 
we  gone  far  into  technical  details.  We  have  not  attempted  to 
answer  all  of  the  many  questions  that  have  presented  themselves 
from  time  to  time  or  the  many  other  equally  important  questions 
that  have  doubtless  occurred  to  the  reader.  Our  purpose  has  been 
to  lay  a  foundation  for  the  study  of  economics  in  a  broad  knowledge 
of  the  economic  organization  and  its  development.  From  now  on 
our  study  will  be  more  intensive,  more  analytical,  more  critical. 
We  shall  give  more  thought  to  the  discovery  of  the  principles  which 
explain  what  goes  on  in  the  economic  world,  and  we  shall  seek 
answers  to  a  multitude  of  searching  practical  questions  which  are 
being  asked  about  our  economic  organization  and  its  operation. 

Price  controls  the  material  enjoyments  of  life.  In  spite  of  pri- 
vate property  and  personal  freedom,  the  modern  economic  system 
is  one  of  universal,  albeit  unconscious,  cooperation,  made  possible 
by  the  control  over  production  and  distribution  which  is  exercised 
by  price.  Realization  of  the  significance  of  price  is  the  point  of 
departure  for  our  further  inquiry  into  the  nature  of  the  economic 
world  in  which  we  live. 

With  virtually  universal  division  of  labor,  all  economic  life  cen- 
tres about  the  exchange  of  goods  and  services,  through  the  medium 
of  money.  Whatever  anyone  produces  must  be  sold  for  money. 
And,  by  the  same  token,  anything  that  anyone  acquires  must  come 
by  purchase  with  money.  Price  therefore  controls  each  person's 
enjoyment  of  the  material  things  of  life.  The  rich  man  has  many 
enjoyments  because  he  can  pay  the  prices  demanded  by  those  who 
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furnish  commodities  and  services.  The  poor  man  has  less  to  enjoy, 
because  he  cannot  pay  the  prices.  Particular  prices,  in  their  rela- 
tion to  each  other,  exercise  control  over  the  things  which  anyone 
may  obtain  to  satisfy  his  wants.  When  railroad  fares  are  high, 
many  persons  are  compelled  to  cut  down  on  their  pleasure  travel. 
On  the  other  hand,  when  coal  prices  soar,  we  do  not  reduce  much 
our  consumption  of  coal ;  we  are  forced  to  make  the  saving  some- 
where else,  on  some  article  whose  use  we  can  better  afford  to  give 
up  or  to  reduce.  A  change  in  the  price  of  a  necessity  may  thus 
affect  the  consumption  of  comforts  and  luxuries^ more  thanjthe  _ 
consumption  of  the  necessity  itself. 

Among  comforts  and  luxuries  the  choice  is  controlled  by  price. 
Polo  is  the  sport  of  the  few,  baseball,  of  the  many ;  not  because 
baseball  is  inherently  a  more  popular  game  than  polo,  but  because 
of  the  difference  in  the  prices  of  the  respective  equipments.  When 
the  genius  of  Henry  Ford  brought  down  the  price  of  his  product, 
the  automobile  ceased  to  be  the  rare  luxury  of  the  rich  and  became 
the  common  possession  of  those  of  moderate  means.  A  generation 
ago  attendance  upon  the  theatre  was  a  luxury,  to  be  enjoyed 
almost  exclusively  by  the  well-to-do  and  only  occasionally  indulged 
in  by  the  poor.  Since  the  moving  picture  industry  has  made  it 
possible  to  see  an  interesting  performance  for  as  little  as  fifteen  or 
twenty  cents,  this  enjoyment  has  become  the  common  possession 
-^of  the  poor.  Indeed  through  changes  in  price  the  classification  of_ 
enjoyments  into  necessities,  comforts,  and  luxuries  (a  loose  classi- 
fication at  best)  is  subject  to  constant  revision.  There  was  a  time 
when  good  woollen  and  cotton  textiles  were  destined  solely  for  the 
consumption  of  the  rich  and  well-to-do.  Today  the  prices  of  such 
fabrics  are  so  low  that  they  are  used  by  everybody  and  regarded 
as  among  the  prime  necessities  of  life. 

Even  among  necessities  there  is  often  choice  between  substitutes, 
the  decision  being  determined  by  their  relative  prices.  Fuel  for 
cooking  is  a  household  necessity,  but  whether  the  fuel  shall  be 
wood,  coal,  oil,  artificial  gas,  or  natural  gas  is  a  problem  to  be 
determined  according  to  the  relative  prices  of  these  various  fuels. 
There  have  been  occasions  when  the  farmers  of  the  middle  west 
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burned  corn  for  heating  their  houses  and  cooking  their  food,  a 
choice  forced  upon  them  by  the  relative  prices  of  corn  and  other 
fuels.     Ordinarily  these  prices  forbid  the  use  of  corn  as  fuel. 

From  the  viewpoint  of  consumption  price  thus  appears  as  an 
all-powerful  arbiter,  deciding  for  us  what  clothing  we  shall  wear, 
what  food  we  shall  eat,  what  sports  we  shall  enjoy,  whether  we 
shall  travel  or  stay  at  home,  whether  we  shall  have  many  pleasures 
or  few,  whether  we  shall  live  well  or  poorly. 

Price  from  the  producer's  viewpoint.  Most  of  us  are  producers 
as  well  as  consumers.  To  the  one  who  works  for  salary  or  wages, 
the  price  which  his  labor  commands  is  the  main  factor  determining 
his  income  and,  jointly  with  the  prices  of  goods  in  general,  deter- 
mining the  total  amount  of  his  material  enjoyments.  To  the 
manufacturer,  the  merchant,  and  the  business  man  generally, 
everything  centres  about  price.  The  prices  of_  labor  (wages)^of 
materials,  and  of  capital  (interest)  determine  his  costs ;  the  prices 
of  his  product  determine  his  income^  Upon  these  prices  depends 
the  result  of  his  enterprise  —  whether  profit  or  loss.  In  all  his 
plans,  in  all  his  operations,  the  business  man  is  constantly  thinking 
of  price ;  everything  finally  reduces  itself  in  his  mind  to  terms  of 
money. 

A  pecuniary  system.  This  pecuniary  character  of  modern  life, 
while  in  a  sense  self-evident,  is  not  always  given  its  due  place  in 
our  thinking.  In  order  to  arrive  at  fundamentals,  we  are  reminded 
that  money  is  not  the  aim  of  economic  exertion  but  is  only  a 
medium,  serving  the  purpose  of  passing  goods  from  producer  to 
consumer  with  a  facility  not  possible  under  a  regime  of  barter. 
The  ultimate  social  purpose  of  production  is  not  the  obtaining  of 
money,  but  the  production  of  goods  to  satisfy  human  wants.  And 
the  acquisition  of  money  (except  to  the  traditional  miser,  who 
always  makes  his  appearance  at  this  point)  is  not  for  its  own  sake, 
but  simply  as  a  means  to  the  possession  of  the  things  that  satisfy 
wants. 

These  are  indeed  profound  truths.  But  they  are  not  the  terms 
in  which  the  business  man  thinks.  To  the  shoe  manufacturer,  his 
factory  is  operated,  not  to  the  end  that  the  community  may  be 
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comfortably  shod,  but  that  profits  may  accrue  to  himself.  His 
payment  of  wages  and  other  costs  are  not  thought  of  as  the  means 
whereby  his  laborers  and  others  may  obtain  satisfaction  of  their 
wants ;  they  are  considered  as  payments  of  money,  necessary  to 
the  conduct  of  the  business,  a  necessary  evil,  if  you  like.  The  dis- 
posal of  his  product  is  thought  of  in  terms  of  the  money  brought 
in,  the  true  purpose  of  his  enterprise.  Money  costs  and  money 
income,  money  gains  and  money  losses ;  these,  rather  than  the 
technical  problems  of  production  and  marketing,  are  the  ultimate 
considerations  in  the  mind  of  the  business  man.  In  a  certain  very 
true  sense  the  shoe  manufacturer's  goal  is  not  making  shoes,  but 
"  making  money."  This  is  the  business  man's  point  of  view. 
And  the  business  man  is  the  centre  of  the  modern  economic  system ; 
the  business  point  of  view  gives  character  to  all  economic  life. 
The  modern  system  is  in  truth  a  pecuniary  system,  a  money  econ- 
omy, all  centered  about  the  exchange  of  goods  and  services  for 
money  prices. 

A  bird's-eye  view  of  price  behavior.  If  now,  convinced  of  the 
importance  of  the  subject  of  price,  one  turns  his  attention  to  actual 
prices  and  their  behavior,  the  first  impression  is  likely  to  be  one  of 
utmost  confusion.  An  infinite  number  of  articles  is  on  sale,  each 
at  its  own  particular  price,  from  the  one  cent  postage  stamp  and 
the  five  cent  lead  pencil  to  the  million  dollar  steam  yacht.  One 
kind  of  labor  may  be  obtained  for  a  dollar  or  two  a  day.  Other 
labor  commands  $50,000  a  year.  Ten  dollars  will  buy  a  suit  of 
clothes  in  one  store;  on  the  next  block  one  may  pay  $150.  The 
shelves  of  the  ten  cent  store  are  loaded  with  thousands  of  articles 
each  priced  at  a  dime. 

To  make  confusion  worse  confounded,  it  appears  that  there  is 
no  stability  in  the  realm  of  price.  Prices  are  constantly  changing. 
For  example  the  price  of  wheat  in  England  in  the  fourteenth  cen- 
tury was  on  the  average  equivalent  to  about  twenty-five  cents  a 
bushel  in  United  States  money;  in  the  year  1527  the  price  sud- 
denly more  than  doubled;  wheat  today  is  worth  $1.25  or  more. 
Here  are  a  few  random  examples  :  Pine  boards  cost  twice  as  much 
in  1891  as  in  1860 ;  white  oak  boards  cost  more  than  three  times 
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as  much.  The  price  of  sugar  on  the  other  hand  had  decHned  by 
1891  to  a  Kttle  more  than  half  its  price  in  1860.  Similarly,  salt  in 
1891  cost  just  about  half  what  it  cost  in  1860.  The  price  of  milk 
was  the  same  in  1891  as  in  1860.  During  the  next  generation  prices 
of  most  things  increased.  For  example  the  wholesale  price  of  salt 
rose  from  seventy-nine  cents  a  barrel  in  1891  to  §2.70  in  1921,  three 
and  a  half  times  what  it  was  in  1891.  Eggs  doubled  in  price  from 
1891  to  1921.  White  pine  boards  cost  nearly  five  times  as  much 
in  1921  as  in  1891.  Granulated  sugar  on  the  other  hand  increased 
moderately,  the  wholesale  prices  being  4.7  cents  a  pound  in  1891 
and  6.2  cents  in  1921.  Some  few  things  declined  in  price.  Coffee 
for  example  cost  16.7  cents  per  pound  wholesale  in  1891  and  7.2 
cents  in  1921,  a  decline  of  more  than  half.  Here  are  the  quotations 
of  cotton  on  the  New  York  market  on  July  3  of  certain  selected 
years  from  1893  to  1924,  showing  a  remarkable  succession  of 
changes,  up  and  down  : 

Price  of  Cotton  (Middling  Upland)  in  New  York 


1893 

$0.08 

1916 

S0.1295 

1922 

$0.2375 

1899 

0.0612 

1917 

0.2565 

1923 

0.2725 

1914 

0.1325 

1920 

0.3975 

1924 

0.2975 

1915 

0.096 

1921 

0.12 

The  most  dazzling  price  changes  occur  on  the  speculative  mar- 
kets, such  as  the  wheat  market  and  above  all  the  stock  market. 
Here  there  are  "  booms,"  when  most  prices  go  soaring  together, 
and  "  panics,"  when  most  prices  come  tumbling  down,  while  indi- 
vidual securities  rise  and  fall  independently  of  the  general  state  of 
the  market.  The  price  of  a  particular  stock  may  double  or  treble 
in  a  few  days  ;  while  the  price  of  some  other  security  may  go  stead- 
ily down  till  it  reaches  zero. 

While  individual  prices  may  appear  to  fluctuate  without  refer- 
ence to  each  other,  there  is  nevertheless  a  tendency  of  all  prices 
to  move  up  and  down  as  a  group.  This  is  what  is  meant  In-  refer- 
ences to  changes  in  the  general  price  level.  Throughout  the 
world's  history  there  has  been  a  strong  tendency  for  prices  to 
increase,  and  it  is  estimated  that  prices  today  are  on  the  average 
from  five  to  ten  times  as  high  as  they  were  1 ,000  years  ago.     In  the 
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United  States  the  price  level  fluctuated  moderately  during  the 
generation  before  the  Civil  War.  From  1860  to  1865,  prices  as  a 
whole  more  than  doubled.  Then  there  followed  a  steady  decline 
till  about  1897.  During  the  next  generation  there  was  an  almost 
uninterrupted  rise,  reaching  its  climax  in  1920,  when  prices  on  the 
average  were  more  than  three  times  as  high  as  in  1897.  This 
climax  was  followed  by  a  sudden  drop  in  1921,  and  since  then 
prices  have  stood  about  twice  as  high  as  in  1897.  Put  in  other 
words,  this  means  that  a  dollar  today  will  buy  just  about  half  as 
much  as  it  would  a  generation  ago. 

The  remarkable  fluctuations  in  prices,  both  of  particular  com- 
modities and  of  commodities  in  general,  are  a  matter  of  the  utmost 
importance  to  everyone.  To  the  consumer  they  affect  materially 
the  quantity  of  goods  which  his  income  will  buy  for  him.  The 
business  man  must  constantly  keep  his  eye  on  price  changes. 
Scarcely  any  other  phenomenon  in  all  the  field  of  economics  has 
so  profound  a  bearing  on  human  welfare. 

Complaints  about  prices.  The  importance  which  people  justly 
attach  to  price  is  borne  out  by  the  frequent  complaints  which  we 
hear  about  prices.  There  is  protest  about  the  high  prices  of  cer- 
tain necessities  of  life,  particularly  the  prices  of  meat  and  other 
foodstuffs,  of  coal,  and  of  house  rents.  From  time  to  time  there  is 
complaint  that  all  prices  are  too  high,  that  the  "  high  cost  of  living  " 
is  getting  beyond  all  endurance,  and  people  hark  back  to  "  the  good 
old  days  "  when  butter  was  ten  cents  a  pound,  eggs  fifteen  cents  a 
dozen,  and  coal  five  dollars  a  ton.  Such  complaints  of  the  high 
cost  of  living  were  quite  the  regular  thing  during  the  period  of 
soaring  prices  in  the  first  twenty  years  of  the  present  century. 
But  they  are  nothing  new.  There  have  been  popular  complaints 
against  the  high  prices  of  the  necessities  of  life  ever  since  the  Middle 
Ages,  in  fact  ever  since  price  began  to  be  a  matter  of  importance  in 
the  daily  life  of  the  common  people. 
.^Business  men  on  the  other  hand  are  inclined  to  like  high  prices, 

\  which  appear,  at  least,  to  make  business  active  and  profitable. 

'    They  are  more  apt  to  complain  of  low  prices,  that  "  the  bottom  has 
dropped  out  of  the  market  "  and  it  is  impossible  to  make  profits. 
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Or  the  business  man  may  complain  that,  while  prices  in  general 
are  high,  the  price  of  his  particular  product^is  unreasonably  low. 
The  farmers  of  the  United  States  complained  thus  from  1923  to 
1929  of  the  low  prices  of  wheat  and  other  farm  products,  in  the  face 
of  a  higher  level  of  prices  in  general.  Every  business  man  is  more 
or  less  inclined  to  see  himself  thus  a  special  victim  of  price. 
^"^Wages,  the  price  oTlabor,  appear  to  many  to  be  unduly  low.  On 
the  other  hand  there  are  the  big  men  in  industry,  railroad  presi- 
dents, bank  presidents,  managers  of  great  industrial  enterprises, 
etc.,  whose  salaries  (the  price  of  labor  again),  ranging  to  heights  of 
$50,000,  $75,000,  or  even  more  per  year,  sometimes  appear  to  be 
too  high,  out  of  all  proportion  to  the  value  of  the  services  rendered. 
A  Isjther^  something  wrong  with  the  price  system?  Should  not 
someSinglTe ^a(Mie^abount?^  farmers  of  the  United  States  J 
have  for  generations  been  inclined  to  think  that  something  was 
wrong  with  agricultural  prices,  and  they  have  demanded  that 
Congress  or  the  state  legislatures  do  something  to  relieve  them. 
An  understanding  of  the  political  history  of  the  United  States  since 
the  Civil  War  is  impossible  without  full  recognition  of  this  attitude 
of  the  middle  western  farmers  toward  agricultural  prices.  Pro- 
ducers in  general,  like  the  farmers,  want  something,  done^tokeeg 
prices  high.  The  general  interest  of  consumers^ on  tjieothe^ hand 
is  that  prices  be  kept  low.  So  we  have  demands  for  legislation  or 
official  action  to  restrict  the  price  of  coal,  to  bring  down  the  price 
of  gasoline,  to  reduce  railway  rates,  trolley  fares,  and  the  rates 
charged  by  the  local  gas  company. 

Is  price  a  mystery  ?  How  is  it  that  prices  come  to  be  what  they 
are  ?  We  have  seen  the  extraordinary  variety  of  prices.  Some  at 
least  appear  to  be  entu-ely  freakish.  A  diamond  may  sell  for 
$1,000,  a  loaf  of  bread  for  ten  cents.  How  is  it  that  the  mere 
luxury  is  worth  ten  thousand  times  as  much  as  a  prime  necessity  of 
life?  A  pair  of  silk  stockings  may  cost  five  dollars  or  more.  A 
cotton  pau-  that  is  stronger  and  warmer  may  sell  for  fifty  cents. 
Why  does  the  price  of  the  less  necessary  thing  exceed  that  of  the 
more  necessary?  We  have  seen  that  prices  are  constantly  chang- 
ing, some  rising  while  others  are  falling,  and  again  the  average  of  all 
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prices  moving  steadily  downward  for  years  and  then  as  steadily 
rising.  Is  all  this  complexity  a  mystery  incapable  of  explanation  ? 
Is  price  merely  a  matter  of  chance  ?  Or  is  it  the  natural  result  of 
causes  which  may  be  discovered?  Certainly  price  is  of  enough 
importance  in  human  affairs  to  make  the  search  for  its  explanation 
worth  while  if  there  is  promise  that  the  inquiry  will  be  rewarded 
by  success. 

Prices  fixed  by  statute  or  custom.  It  will  appear  at  the  outset 
that  in  general  prices  are  not  determined  by  the  dictates  of  statute 
law.  There  was  a  time  when  prices  were  largely  determined  by 
custom  and  law.  People  in  the  Middle  Ages  talked  of  "  just 
prices,"  "  fair  prices,"  etc.  In  general  a  price  was  just  if  it  was 
as  it  always  had  been;  the  just  price  was  the  customary  price. 
When  a  seller  sought  to  exact  a  price  higher  than  what  was  cus- 
tomary he  at  once  laid  himself  open  to  suspicion.  So  also  of  the 
buyer  who  sought  to  compel  a  price  lower  than  the  customary  one. 
A  price  different  from  that  established  by  custom  was  prima  fo/iie 
unjust.  Custom  was  very  powerful  in  those  days,  and  the  mere 
force  of  custom  alone  had  great  influence  in  preventing  serious 
fluctuations  in  prices.  To  the  aid  of  custom  came  law,  civil  and 
religious,  and  throughout  the  Middle  Ages  the  law  undertook, 
more  or  less  completely,  to  prescribe  what  were  the  fair  and  just 
customary  prices  and  to  forbid  departure  therefrom. 

But  neither  law  nor  custom  was  able  permanently  to  prevent 
the  price  changes  which  followed  in  the  wake  of  changed  economic 
conditions.  There  was  some  attempt  to  adapt  the  law  to  these 
changes,  and  the  legal  prices  were  altered  from  time  to  time,  but 
the  law  was  unable  either  to  resist  the  changes  or  to  adapt  itself  to 
them.  Prices  tended  more  and  more  to  depart  from  the  customary 
and  legal  schedules,  some  higher,  some  lower.  Evidently  there 
were  forces  at  work  more  powerful  than  custom  and  human  law. 

The  legal  determination  of  price  gradually  declined  and  finally 
ceased  to  exert  an  important  influence,  though  the  policy  has  never 
completely  disappeared.  Some  prices  have  always  been  subject 
to  legal  determination,  even  down  to  the  present  day,  and  move- 
ments to  extend  the  sway  of  the  law  have  appeared  from  time  to 
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time  in  the  history  of  all  countries.  During  the  World  War,  Con- 
gress provided  for  the  control  of  the  prices  of  a  great  number  of 
important  commodities  as  a  war  measure.  In  the  United  States 
today  legislative  authority  regulates  the  rates  charged  by  the 
railroads  for  transporting  both  passengers  and  freight.  Trolley 
fares,  telephone  rates,  telegraph  rates,  etc.,  are  subject  to  legal 
control.  Rates  charged  by  gas  companies,  electric  companies, 
water  companies,  and  other  local  public  utilities  are  generally 
determined  or  at  least  limited  by  legal  enactments.  Taxicab  fares 
are  frequently  so  limited  in  the  cities.  The  New  York  Legislature 
has  recently  undertaken  to  limit  increases  in  house  rents.  But 
the  mention  of  these  cases  is  sufficient  to  remind  us  that  they  are 
the  exceptions  and  not  the  rule  and  that  prices  in  general  are  evi- 
dently not  determined  by  legislative  enactment. 

Custom  likewise  still  plays  a  considerable  part  in  the  control 
of  price.  The  fees  charged  by  physicians,  lawyers,  and  other  pro- 
fessional men  are  quite  generally  restricted  by  custom.  Custom 
has  an  influence  on  the  prices  charged  by  barbers,  bootblacks,  cab 
drivers,  etc.  Many  other  prices  are  more  or  less  affected  by  the 
force  of  custom.  But  it  is  evident  that,  in  spite  of  custom,  the 
prices  of  all  these  services  do  change  and  that  there  is  at  no  time 
universal  conformity  to  the  customary  schedule.  What  custom 
does  in  these  cases  is  not  to  determine  prices,  but  rather  to  act  as  a 
steadying  force,  keeping  most  prices  in  line  with  the  customary 
standard  and  preventing  many  great  and  sudden  changes.  And, 
after  all,  these  cases  again  are  the  exceptions,  not  the  rule.  Prices 
in  general  are  not  determined  by  custom  today. 

Are  sellers  or  buyers  free  to  fix  prices  ?  People  sometimes  talk 
as  though  they  thought  the  retail  sellers  of  goods  had  complete 
power  over  prices.  Does  not  the  merchant,  w^e  are  asked,  fix  his 
prices  as  he  sees  fit?  WTiat  does  the  customer  on  the  other  side 
of  the  counter  have  to  say  about  it?  He  can  take  the  goods  or 
leave  them ;  that  is  all.  But  obviously  things  are  not  so  simple 
as  this  for  the  retail  merchant.  In  the  first  place  he  was  a  buyer 
before  he  became  a  seller  and  the  prices  he  charges  are  obviously 
related  to  the  prices  he  had  to  pay  for  the  goods.     Finally  the 
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buyer  does  have  an  influence  on  prices,  exercised  through  his  power 
to  refuse  to  buy.  The  seller  cannot  put  his  prices  too  high ;  othef- 
wise  all  or  part  of  the  goods  will  be  left  on  his  hands.  At  the  same 
time  it  is  equally  obvious  that  the  buyers  do  not  have  entire  con- 
trol of  prices.  We  should  not  hear  so  much  complaint  about 
prices  from  both  buyers  and  sellers,  if  either  party  had  the  power 
to  determine  what  prices  should  be. 

Is  price  a  matter  of  chance  ?  If  so,  here  would  be  the  point  to 
terminate  our  study  of  the  subject,  except  for  the  sake  of  historical 
record  of  past  prices.  But  the  student  who  has  travelled  thus  far 
will  be  quite  certain  to  answer  this  question  in  the  negative. 
Prices  are  not  the  mere  playthings  of  chance ;  they  are  results  of 
the  action  of  certain  forces  or  economic  laws,  laws  which  may,  to 
some  extent  at  least,  be  discovered  and  understood.  The  investi- 
gation of  these  laws  is  the  task  next  before  us. 

Consumer's  choices.  From  the  broad  social  point  of  view, 
goods  are  produced  in  order  that  human  wants  may  be  satisfied. 
From  the  viewpoint  of  the  producer,  he  is  engaged  in  production 
in  order  that  he  may  sell  his  product  to  consumers  for  money,  if 
possible  for  more  money  than  the  product  cost  him.  The  con- 
sumer finds  himself  confronted  with  an  apparently  infinite  variety 
and  quantity  of  goods  more  or  less  capable  of  satisfying  his  personal 
wants.  He  is  invited  to  make  his  choice,  to  take  whatever  things 
he  wishes  and  as  much  of  each  as  he  may  desire,  subject  only  to  the 
condition  that  he  give  money  in  exchange  in  accordance  with  a 
stated  scale  of  prices.  This  is  indeed  an  onerous  condition,  and 
to  the  ordinary  person  it  immediately  imposes  a  stringent  limitation 
upon  his  purchases.  He  abandons  at  once  any  idea  he  might  have 
entertained  of  possessing  the  magnificent  steam  yacht ;  the  price 
exceeds  his  total  stock  of  money.  He  turns  away  from  the  tailor 
shop  where  a  suit  would  be  made  to  his  order  for  $150,  even  though 
he  may  have  that  sum  of  money  or  more.  He  finally  makes  his 
purchases  —  from  a  limited  number  of  goods  and  in  quantities  of 
each  which  are  strictly  limited.  His  purchases  are  the  result  of 
a  series  of  decisions,  in  the  making  of  which  he  has  had  to  weigh 
the  relative  merits  of  many  competing  wants,  involving  the  exer- 
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cise  of  more  or  less  careful  thought  and  judgment.  It  is  the  sum 
total  of  these  individual  judgments  and  choices  of  consumers  that 
makes  up  the  demand  for  goods. 

Although  it  is  true  that  the  total  demand,  of  consumers  is  one  of 
the  chief  price-determining  forces,  to  any  individual  the  prices  of 
the  goods  in  which  he  is  interested  appear  as  fixed  quantities  over 
which  he  has  no  control.  It  is  .estimated  that  in  1928  the  people 
spent  in  the  retail  markets  of  the  United  States  the  sum  of  41 
billion  dollars.  The  annual  purchases  of  any  ordinary  person 
were  obviously  only  an  insignificant  part  of  this  huge  total.  No 
one  person  spent  a  significant  fraction  of  the  447  million  dollars 
spent  for  radio  sets,  parts,  and  accessories  in  the  year  1927.  Since 
therefore  the  ordinary  individual's  purchases  are  generally  only  a 
minute  fraction  of  the  total  quantity  of  any  good  offered  for  sale, 
we  are  justified  for  the  purposes  of  the  present  inquiry  in  assuming, 
as  does  the  purchaser  himself,  that  existing  prices  are  independent 
quantities  over  which  he  has  no  appreciable  control. 

Everyone  is  vitally  interested,  as  a  consumer,  in  the  problem  of  so 
disposing  his  limited  stock  of  monej'  among  the  unlimited  number 
and  quantity  of  goods  offered  to  his  choice  that  his  total  enjoyment 
may  be  as  great  as  possible.  And  since  it  is  these  choices  of  con- 
sumers which  determine  the  kind  and  the  quantities  of  the  things 
that  may  be  sold,  every  producer  is  vitally  interested  in  the  mental 
processes  by  which  consumers  arrive  at  their  choices.  The  investi- 
gation of  this  subject  is  the  first  step  in  the  search  for  the  laws  of 
price. 

The  subjective  side  of  utility.  It  is  obvious  that,  when  a  per- 
son buys  anything,  he  wants  that  thing  more  than  he  does  the 
money  he  pays  for  it,  or,  in  other  words,  more  than  any  one  of  the 
innumerable  other  goods  which  that  amount  of  money  would  have 
purchased.  It  is  this  particular  good  against  the  field.  But  why 
does  he  stop  buying?  How  does  he  decide  how  much  to  buy  of 
any  particular  kind  of  wealth  or  service  ? 

Suppose  you  are  playing  golf  on  a  day  when  the  clubhouse 
employees  are  off  on  a  vacation  and  it  is  impossible  to  buy  golf 
balls  at  the  club.    Your  drive  off  the  first  tee  goes  into  the  rough. 
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and  the  ball  is  lost.  If  that  happens  to  be  the  only  golf  ball  in  your 
possession,  your  chagrin  at  its  loss  will  be  extreme,  far  greater  than 
is  measured  by  the  price  paid  for  that  particular  ball.  Seeing  your 
whole  day's  sport  gone,  you  say,  "  I  would  give  ten  dollars  for  a  golf 
ball  right  now."  Ten  dollars  then  may  be  taken  as  the  measure 
of  your  loss.  Now  let  us  change  the  supposition  by  assuming 
that  your  bag  is  packed  with  a  dozen  new  balls.  The  loss  of  the 
first  drive  now  means  probably  nothing  more  than  the  money  value 
of  the  ball.  If,  instead  of  a  dozen,  you  had  had  half  a  dozen  on 
which  to  rely  for  the  day,  the  loss  of  one  would  have  been  a  more 
serious  matter.  If  you  had  started  with  only  four,  or  three,  or  two, 
the  loss  would  have  been  more  serious  still.  Changing  the  illustra- 
tion again,  let  us  suppose  that  as  you  play  through  the  course  you 
meet  a  thrifty  caddy  who  offers  to  sell  a  golf  ball  which  he  has 
found,  but  only  at  the  highest  possible  price  for  which  he  can  hold 
you  up.  Ignoring  any  restraining  club  rule,  how  do  you  decide 
what  you  will  pay?  The  first  thing  is  certainly  to  take  count  of 
your  stock.  If  you  happen  to  have  just  driven  your  last  one  into 
the  woods,  you  will  if  necessary  pay  ten  dollars  or  whatever  sum 
measures  the  importance  to  you  of  the  chance  to  continue  the 
game.  If  you  have  just  one  golf  ball  left,  your  oft'er  will  not  be  so 
high,  but  it  will  still  be  high.  If  you  have  two,  or  three,  or  four, 
your  offer  will  be  correspondingly  lower,  till  finally  you  may  be  so 
well  supplied  that  you  will  decline  to  pay  more  than  the  regular 
price  or  even  refuse  to  buy  at  all.  We-can  readily  draw  the  gen- 
eral conclusion  that  the  utility, of ^n  additional  golf  ball  depends 
at  any  given  time  upon  the  number.pp^essedr-varying  inversely 
with  the  number  possessed,  and  that  the  same  rule  Eolds  of  the 
utility  of  a  golf  ball  subtracted  from  the  stock  on  hand.. 

This  example  will  serve  to  introduce  a  human  characteristic 
which  relates  itself  to  all  goods  (wealth  and  services).  Heretofore 
we  have  studied  utility  objectively,  as  that  quality  of  wealth  and 
of  free  persons  which  enables  them  to  satisfy  human  wants.  Here 
we  encounter  utility  subjectively,  from  the  viewpoint  of  the  per- 
son whose  want  may  be  satisfied.  Utility  thus  expresses  the  esti^^ 
mation  or  valuation  placed  upon  a  service  or  upon  thejvmlthrerjdering. 
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the  service  by  a  person  who  desires  that  service.  When  a  person 
possesses  more  thannDfie  unit  of  any  good,  the  wants  which  are 
destined  to  be  satisfied  by  the  several  units  are  not  of  equal  impor- 
tance. Suppose  there  is  a  water  shortage  and  a  family  finds  itself 
in  possession  of  ten  buckets  of  water  for  the  day's  use.  One 
bucket  will  be  set  aside  for  drinking,  one  for  cooking,  one  or  two 
for  washing  the  dishes,  two  or  three  for  bathing,  and  so  on  down 
the  list  of  uses  of  water  in  a  descending  scale  of  importance.  If 
the  number  of  buckets  on  hand  were  less,  some  one  or  more  of 
the  less  important  uses  would  have  to  be  given  up ;  baths  might 
be  omitted.  If  the  quantity  were  greater,  other  uses  still  less  im- 
portant would  appear.  In  this  example  the  wants  to  be  satisfied 
by  the  several  units  are  different  in  kind  as  well  as  in  importance, 
but  the  principle  holds  equally  when  the  wants  are  all  of  the  same 
kind,  as  in  our  example  of  the  golf  player. 

Marginal  utility.  In  order  to  give  a  quantitative  form  to  the  anal- 
ysis we  may  measure  utility  in  terms  of  money  and  thus  construct 
a  schedule  of  the  utihty  of  one  golf  ball  to  our  imaginary  player 
under  various  assumptions,  as  to  tlie  number-oiu-hatld^  continuing 
the  assumption  that  he  has  no  means  of  obtaining  any  more  on 
this  day.    The  result  will  be  a  schedule  such  as  the  following : 

Quantity  possessed  Utility  of  one  unit  ^ 

1  $10.00 

2  8.00 

3  6.00 

4  4.00 

5  2.50 

6  1.50 

7  1.00 

8  .75 

9  -50 

10  .25 

11  .10 

12  .05 

13  .00 

I  Although  a  golf  player  would  not  ordinarily  have  so  many  golf  balls  that  one 
would  be  worth  less  to  him  than  the  regular  price,  we  may  nevertheless,  for  the  sake 
of  theoretical  completeness,  continue  the  schedule  till  the  utility  becomes  zero, 
since  it  is  conceivable  that  a  player  might  be  burdened  with  such  a  quantity  of  golf 
balls  (with  no  other  means  of  disposal)  that  he  would  give  up  one  or  more  for  little 
or  nothing  simply  to  be  relieved  of  the  necessity  of  carrying  them. 
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This  is  the  schedule  of  marginal  utility,  and  marginal  utility  is 
defined  as  follows :  The  marginal  utility  of  any  good  to  any  person 
at  any  'particular  time  is  the  utility  to  him  of  one  unit  of  it.^ 

Graphical  representation.  Study  of  the  facts  presented  in  a 
schedule  is  generally  made  easier  if  the  schedule  is  translated  into 
a  curve  or  graph.  Such  graphical  aids  to  the  presentation  and 
interpretation  of  statistical  material  have  proved  themselves  very 
useful  both  in  the  study  of  economics  and  in  the  conduct  of  prac- 
tical business  affairs.  For  this  reason  and  for  the  further  reason 
that  we  shall  have  frequent  occasion  to  use  the  graphical  method 
of  presentation  in  this  book,  we  may  well  take  this  opportunity 
to  inquire  into  the  essential  features  of  the  most  commonly  used 
type  of  graph. 

Referring  to  the  utility  schedule  above,  we  note  that  it  presents 
two  separate  magnitudes.  The  problem  is  to  construct  a  graph 
which  will  show  the  relations  between  these  magnitudes.  We 
first  provide  a  chart,  prepared  in  the  following  manner  (see  Fig- 
ure 1).  Draw  a  horizontal  line  parallel  to  the  bottom  of  the  page : 
this  is  the  axis  of  abscissas.     At  right  angles  to  this  line,  through  a 
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point  on  it  chosen  as  the  zero  position,  draw  another  Hne  perpen- 
dicular to  the  first :  this  is  the  axis  of  orditiates.  The  point  of 
intersection  of  the  two  hnes  is  called  the  origin;  it  is  the  zero  posi- 
tion on  each  scale.  It  is  customary  to  letter  the  origin  0  and  the 
two  axes  x  and  y  respectively,  in  order  to  facilitate  reference  to  the 
chart.  Each  axis  is  divided  into  a  number  of  equal  parts  called 
scale  divisions.  The  scale  divisions  on  either  one  of  the  two  axes 
need  not,  and  usually  will  not,  be  equal  to  those  of  the  other.  The 
general  considerations  determining  the  choice  of  scales  are,  first, 
that  the  entire  figure  when  drawn  shall  nearly  cover  the  field  and, 
second,  that  the  inclined  lines  in  the  figure  shall  in  general  be 
neither  very  steep  nor  too  near  to  the  horizontal.  The  illustration 
above  (Figure  1)  shows  the  two  axes  prepared  in  a  manner  suitable 
for  plotting  a  curve  from  the  data  given.  The  axis  of  abscissas 
(horizontal  line.  Ox)  is  so  graduated  as  to  measure  units  (numbers 
of  golf  balls)  by  distances  from  the  origin  (0)  to  the  right.  The 
axis  of  ordinates  (vertical  line,  Oy)  measures  utilities  in  dollars  by 
distances  upward  from  the  origin. 

It  will  clarify  the  plotting  to  emphasize  here  the  fact  that  every 
point  on  the  chart  within  the  field  embraced  by  the  two  axes  bears 
a  definite  relationship  to  each  of  these  axes.  The  height  of  such  a 
point  above  the  base  of  the  chart  is  measured  on  the  vertical  scale 
and  therefore  indicates  a  specific  utility,  while  the  distance  which 
separates  this  point  from  the  extreme  left-hand  boundary  of  the 
chart  is  measured  upon  the  horizontal  scale  and  indicates  a  certain 
number  of  golf  balls.  For  example,  consider  the  point  e  in  Figure  1 . 
By  drawing  the  perpendiculars,  ive  and  se,  from  the  two  axes  to 
this  point,  we  discover  that  the  height  of  the  point  above  the  base 
axis  indicates  two  dollars  and  a  half  (se  is  equal  to  Ow)  and  that 
its  distance  from  the  left-hand  border  of  the  chart  indicates  5  units 
(we  is  equal  to  Os).  These  two  perpendiculars  are  given  distinc- 
tive names.  The  vertical  perpendicular,  se,  is  called  the  ordinate 
of  the  point  e,  its  length  being  measured  by  comparison  with  the 
axis  of  ordinates,  Oy ;  the  horizontal  perpendicular,  we,  is  called 
the  abscissa  of  the  point,  its  length  being  measured  upon  the  axis 
of  abscissas.     For  every  relationship  expressed  by  a  pair  of  mag- 
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nitudes,  consisting  of  a  number  of  golf  balls  and  a  utility,  there 
exists  one  and  only  one  point  on  the  graph  corresponding  to  this 
relationship. 

Now  let  us  proceed  to  locate  on  the  chart  points  representing  the 
respective  relations  between  the  possible  numbers  of  golf  balls, 
from  one  to  thirteen,  and  the  corresponding  utilities  of  one  unit, 
as  shown  in  the  schedule  above.  Starting  with  the  first  line  of  the 
schedule,  we  must  locate  a  point  whose  abscissa  measures  1  golf 
ball  and  whose  ordinate  measures  10  dollars.  This  is  evidently 
the  point  a.  Similarly  the  point  b  represents  2  golf  balls  and  a 
unit-utility  of  8  dollars ;  and  thus  are  located  the  other  eleven 
points.  Finally  these  points  are  connected  by  a  series  of  lines, 
giving  the  "  curve,"  am. 

We  now  have  one  golf  player's  mental  attitude  represented 
graphically  by  a  "  curve  of  marginal  utility."  The  number  of  golf 
balls  on  hand  is  measured  along  the  x  axis.  Each  vertical  ordinate 
(na,  pb,  etc.)  measures  the  utility  of  one  golf  ball  when  the  number 
possessed  is  as  indicated  on  the  x  axis.  Thus  if  he  were  down  to 
his  last  golf  ball,  its  utility  would  be  ten  dollars,  as  measured  by 
na.  If  he  had  five,  the  utility  of  one  would  be  two  dollars  and  a 
half,  as  measured  by  se,  and  so  on.  The  points  on  the  curve  am 
(Figure  1)  other  than  those  marked  by  the  letters  a,  b,  c,  .  .  .  m, 
have  no  significance.  Since  we  cannot  deal  with  fractions  of  a 
golf  ball,  an  intermediate  point,  as  v,  means  nothing.  Strictly  the 
diagram  should  not  be  a  curve  at  all,  but  merely  a  series  of  ordi- 
nates,  na,  pb,  qc,  etc.  The  ends  of  the  ordinates  are  joined  by  a 
curve  simply  in  order  to  bring  out  more  clearly  the  relation  between 
the  marginal  utility  and  the  quantity  of  the  good  possessed.  When 
it  is  possible  to  use  very  small  units,  the  points  may  become  so 
numerous  as  to  give  us  practically  a  smooth  curve.  Thus  if  we 
represented  the  marginal  utility  of  sugar,  measured  in  pounds,  the 
diagram  would  be  somewhat  as  in  Figure  1 .  Measured  in  quarter- 
pounds,  we  should  have  four  times  as  many  significant  points. 
Measured  in  grains,  the  points  would  be  so  close  to  each  other  as 
to  form  practically  a  continuous  curve. 

Actually  we  seldom  are  able  to  use  units  small  enough  for  this 
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result,  but,  when  dealing  with  units  which  are  capable  of  sub- 
division, it  is  possible  to  carry  the  graph  to  a  further  stage  of  use- 
fulness. For  example,  suppose  that  the  marginal  utility  of  sugar 
to  a  certain  person  were  as  shown  in  the  accompanying  diagram 
(Figure  2).  The  schedule  from  which  this  curve  was  plotted 
presumably  was  expressed  in  terms  of  pounds  and  cents.     Suppose 
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now  it  is  desired  to  know  the  marginal  utility  of  a  pound  of  sugar 
when  the  amount  possessed  is  4^  pounds.  Obviously  this  will  be 
somewhere  between  30  cents,  corresponding  to  4  pounds,  and 
25  cents,  corresponding  to  5  pounds.  To  obtain  the  answer  graphi- 
cally, it  is  first  necessary  to  change  the  curve  from  a  series  of 
straight  lines  connecting  the  ends  of  the  several  ordinates  to  a 
curved  line  passing  through  them.  This  "  smoothing  of  the  curve  " 
has  been  done  in  Figure  2  above.  The  marginal  utility  corre- 
sponding to  4^  pounds  is  now  readily  shown  by  the  point  c, 
indicating  that  where  4:^  pounds  (Od)  are  possessed  the  marginal 
utility  is  27^^  cents  (Oe).     This  process  is  called  interpolation. 

The  simplicity  of  the  illustration  used  in  this  elementary  dis- 
cussion of  the  graphical  method  does  not  adequately  emphasize 
the  services  of  the  curve  as  an  aid  in  analysis  of  statistical  data. 
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The  student  of  intricate  economic  phenomena  in  the  business 
world  finds  that  so  vast  and  complex  is  the  mass  of  data  with  which 
he  must  deal  that  other  methods  of  analysis  are  inadequate.  Of 
course,  the  curve  adds  nothing  to  the  evidence  of  the  data  from 
which  it  is  constructed;  it  does,  however,  reduce  complex  data 
to  a  simplified  form,  so  that  inherent  truths  may  be  brought  to 
light,  thus  abbreviating  the  search  for  the  laws  which  govern  the 
relations  of  different  factors.  Even  where  other  methods  are 
effective,  the  graphical  method  is  usually  serviceable  for  prelimi- 
nary and  supplementary  studies.  It  will  be  called  into  frequent 
service  in  the  following  pages  of  this  book. 

Meaning  of  marginal  utility.  We  must  be  clear  as  to  exactly 
what  marginal  utilit}'  means.  The  curve  does  not  show  of  course 
what  w^as  actually  paid  for  the  successive  units  or  for  any  particu- 
lar unit.  It  does  not  show  a  historical  sequence  of  uses  or  utilities ; 
it  relates  to  one  particular  time  and  shows  what,  at  that  time, 
would  be  the  utility  of  one  unit  if  the  possessor  had  any  given 
number.  It  is  somewhat  misleading  to  say,  as  is  sometimes  done, 
that  marginal  utility  is  the  utility  of  the  last  unit.  The  units  are 
all  alike.  Having  any  given  number,  one  will  not  be  preferred 
over  another ;  their  utilities  will  all  be  the  same.  It  is  the  uses  to 
which  they  may  be  put  that  are  of  varying  importance.  The 
marginal  utility  is  thus  measured  by  the  least  important  of  the 
uses  that  would  be  resorted  to  when  that  particular  number  of 
units  is  available.  Only  in  this  sense  can  we  speak  of  the  "  last  " 
unit.  The  curve  of  marginal  utility  simply  shows  what,  at  any 
given  time,  would  be  the  estimate  of  the  least  important  use  to 
w^hich  a  unit  would  be  put,  assuming  any  given  number  of  units 
to  be  possessed.  Hence  our  notion  of  marginal  utility  as  the 
utility  of  one  unit  of  the  stock  on  hand. 

The  law  of  marginal  utility.  Once  we  have  a  clear  idea  of  the 
meaning  of  marginal  utility,  the  economic  law  of  the  relation  be- 
tween quantity  possessed  and  marginal  utility,  or  the  law  of  mar- 
ginal utility,  follows  almost  as  a  matter  of  course.  It  may  be  stated 
thus :  The  marginal  utility  of  anything  to  any  person  varies  in- 
versely  with  the  Quantity  which  he  possesses.     A  glance  at  Figured 
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will  make  the  meaning  of  this  perfectly  clear.  This  laws  holds, 
as  we  have  seen,  equally  whether  the  successive  uses  to  which  a 
good  is  put  are  apparently  identical,  like  the  bites  of  an  apple, 
or  are  different,  as  the  uses  to  which  different  buckets  of  water 
may  be  put. 

The  psychological  foundation.  This  law  is  a  result  of  the  well- 
known  psychological  law  that  when  an  identical  stimulus  is  re- 
peated the  response  gradually  becomes  weaker.  The  appetite 
for  food  is  the  simplest  illustration.  Having  eaten  one  apple,  the 
second  gives  us  less  satisfaction,  the  third  still  less,  and  very  soon 
we  reach  the  point  of  satiety,  when  no  further  satisfaction,  per- 
haps even  repugnance,  results.  The  same  loss  of  appetite  would 
have  appeared  more  gradually  if  we  had  considered  the  separate 
bites.  This  principle  will  be  recognized  at  once  as  holding  good  of 
the  satisfaction  of  practically  all  wants,  though  there  may  appear 
to  be  exceptions  when  for  a  time  the  satisfaction  seems  to  increase, 
as  for  example  when  one  listens  to  music  and,  gradually  getting  into 
the  spirit  of  it,  gets  more  pleasure  from  the  second  piece  than  from 
the  first.  Whether  such  cases  are  true  exceptions  or  not,  the  point 
of  diminishing  utility  is  sure  to  be  reached  sooner  or  later,  which  is 
the  essential  point  for  our  purpose. 

Regard  for  future  wants.  This  psychological  law  however  is  not 
alone  sufficient  to  explain  the  law  of  marginal  utility.  When  a 
man  buys  bread  he  does  not  determine  its  marginal  utility  simply 
on  the  basis  of  the  satisfaction  he  could  get  from  eating  bread  then 
and  there.  If  so,  he  would  place  a  high  value  on  a  single  loaf ;  a 
second  might  have  a  slight  utility  if  he  were  very  hungry ;  we  can 
scarcely  conceive  of  his  eating  a  third  loaf.  Hence  the  marginal 
utility  would  become  zero  with  the  third  loaf.  But  this  is  obvi- 
ously not  in  harmony  with  everyday  facts.  If  a  man  should  find 
that  the  price  of  the  ordinary  loaf  of  bread  was  temporarily  one 
cent,  he  would  not  refuse  to  pay  that  price  for  a  third  loaf  because 
he  could  not  eat  it  at  once ;  he  would  lay  in  a  considerable  stock 
for  his  future  needs,  showing  that  the  marginal  utility  when  he  had 
three  loaves  was  not  zero  but  considerably  more  than  one  cent. 
Ultimately  he  would  have  so  many  loaves  that  he  would  not  pay 
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one  cent  for  another.  This  would  be  when  he  had  more  than  he 
could  easily  carry  home  or  store,  or  more  than  would  keep.  The 
marginal  utility  would  thus  get  down  to  one  cent  and  would 
finally  reach  zero,  when  he  would  not  take  another  loaf  as  a  gift. 
But  this  point  is  not  reached  till  long  after  the  point  at  which 
immediate  hunger  is  satisfied.  To  the  psychological  law  of  satiety 
must  therefore  be  added  the  principle  that  man  takes  account  of 
the  future  and  makes  provision  for  his  needs  beyond  the  present 
moment. 

Marginal  utility  and  total  utility.  Returning  to  the  analysis  of 
utility,  we  recall  that  the  marginal  utility  is  the  valuation  placed 
upon  one  of  thfe  units  on  hand.  The  units  are  all  alike;  hence 
the  estimate  placed  on  any  one  is  the  marginal  utility.  But  it  does 
not  follow  that  the  whole  stock  would  be  valued  at  that  rate. 
Having  parted  with  one  unit,  the  quantity  on  hand  is  reduced  and 
there  is  a  new  marginal  utility  higher  than  before.  Consider  again 
the  curve  am  (Figure  1).  Suppose  the  stock  on  hand  consists  of 
five  units.  The  marginal  utility,  the  price  at  which  any  one  unit 
would  be  surrendered,  is  two  dollars  and  a  half,  measured  by  the 
line  se.  But  the  whole  stock  of  five  would  certainly  not  be  given, 
up  for  five  times  two  dollars  and  a  half.  Having  parted  with  one,, 
there  would  be  only  four  on  hand,  and  the  marginal  utility  would 
be  measured  by  rd ;  that  is,  four  dollars.  The  total  utility  is  therer_. 
fore  not  the  product  of  the  marginal  utility  by  the  number  of  units, 
but  it  is  rather  the  sum  of  the  several  marginal  utilities  for  each, 
quantity  from  one  to  the  number  actually  in  hand.  The  total 
utility  of  these  five  units  would  therefore  be  measured  by  the  sum 
of  the  lines  na,  pb,  qc,  rd,  and  se.  It  would  be  10+ 8  +  6  +  4  + 
2.5,  or  30.5  ;  that  is,  $30.50.  This  is  reasonable,  since  total  util- 
ity should  obviously  not  be  measured  solely  by  the  least  important 
want  satisfied.  It  should  represent  the  sum  of  the  valuations 
placed  upon  all  the  wants  satisfied. 

Some  apparent  price  anomalies  resolved.  Here  is  the  key  to 
certain  price  relations  which  sometimes  appear  to  be  puzzles. 
How  is  it  that  some  of  the  most  useful  things  in  the  world  are  so 
cheap,  while  other  things  that  could  be  dispensed  with  without 
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any  real  suffering  are  so  expensive?  To  some  the  fact  that  a. 
diamond  may  be  worth  a  thousand  dollars  while  a  loaf  of  bread  is 
worth  ten  cents  seems  strange,  inexplicable,  or  even  wrong.  The 
answer  is  that  the  value  of  anything  depends,  not  upon  somebody's 
judgment  of  the  importance  or  righteousness  of  the  want  satisfied, 
but  on  demand  and  supply,  and  on  the  demand  side  it  is  marginal 
utility  that  controls.  ^Marginal  utility,  we  have  just  seen,  varies 
inversely  with  the  quantity.  Diamonds  are  scarce;  their  mar- 
ginal utility  is  therefore  high.  Bread  is  very  abundant ;  its  mar- 
ginal utility  is  correspondingly  low.  People  are  willing  therefore 
to  pay  high  prices  for  diamonds,  but  very  little  for  a  loaf  of  bread. 
Of  course  the  total  utility  of  all  the  bread  in  the  world  is  very  great, 
even  though  the  marginal  utility  is  small. 

Abundance  and  scarcity.  Some  of  the  most  useful  things  in  the 
world  are  so  abundant  that  they  have  no  marginal  utility  at  all 
and  therefore  no  value.  Among  the  prime  necessities  which  man 
must  have  in  order  to  sustain  life  is  air ;  nothing  could  be  more 
useful.  Yet  no  one  will  pay  for  air,  simply  because  it  is  so  abun- 
dant that  everyone  can  have  all  he  wants  for  nothing.  Its  mar- 
ginal utility  is  zero.  To  have  value,  a  thing  must  have  not  only 
utility,  but  a  marginal  utility  greater  than  zero.  The  only  things 
that  can  have  marginal  utility  are  those  which  both  have  utility 
and  are  so  limited  in  quantity  that  there  is  not  enough  to  satisfy 
everybody's  wants.  It  is  for  this  reason  that  some  of  the  most 
important  things  in  the  world,  as  sunlight,  air,  sometimes  water, 
are  not  included  in  the  subject  matter  of  economics  ;  they  are  not 
economic  goods.  They  have  no  value,  are  not  bought  and  sold ; 
it  is  this,  rather  than  any  permanent  physical  characteristic,  that 
rules  them  out.  Water,  free  in  abundance  for  all  in  many  country 
districts,  is  limited  in  the  city ;  it  there  has  a  marginal  utility,  has 
value,  and  is  an  economic  good.  Land  in  certain  newly  settled 
regions  is  sometimes  so  abundant  as  to  be  valueless.  This  condi- 
tion is  almost  sure  to  pass,  and  in  general  land  is  so  strictly  limited 
and  so  insuflScient  to  satisfy  all  human  wants  that  its  marginal 
utilitv  and  its  value  are  usually  high. 


CHAPTER  XII 
DEMAND 

In  the  early  days  of  the  science  of  economics  a  cynical  observer 
is  reported  to  have  said  :  "If  you  want  to  make  a  first  class  econ- 
omist, catch  a  parrot  and  teach  him  to  say  '  supply  and  demand  ' 
in  response  to  every  question  you  ask  him."  It  must  be  admitted 
that  there  is  a  common  impression  that  the  whole  solution  of  the 
problem  of  price  is  contained  in  the  statement  that  "  price  is 
determined  by  supply  and  demand."  It  is  true  that  the  prices  of 
most  goods  are  thus  determined,  but  the  problem  of  price  is  not 
quite  so  simple  as  this  statement  would  imply  or  as  is  commonly 
assumed. 

Individual  demand.  At  the  outset  it  is  essential  to  have  clear 
and  precise  concepts  of  demand  and  supply.  For  demand  the 
foundation  was  laid  in  the  chapter  immediately  preceding,  where 
attention  was  given  to  the  consumer  and  his  attitude  toward  the 
purchase  of  goods  for  money.  From  the  notion  of  marginal 
utility  it  is  an  easy  step  to  the  concept  of  individual  demand.  The 
curve  am,  in  Figure  3,  is  the  curve  of  marginal  utility,  identical 
with  the  curve  in  Figure  1,  except  that  it  has  been  changed  to  a 
smooth  curve.  It  shows  the  estimation  of  the  loss  which  a  certain 
individual  would  suffer  by  parting  with  one  golf  ball,  assuming 
him  to  have  any  given  number  on  hand.  But  it  can  just  as  well 
show  the  price  he  would  be  willing  to  pay  for  one  additional  golf 
ball.  For  example,  if,  having  three  units,  the  utility  of  one  golf 
ball  is  six  dollars  {qc),  then,  having  two  units,  one  would  be  willing 
to  pay  six  dollars  for  a  third.  Every  ordinate  thus  measures  the 
price  one  would  be  willing  to  pay  for  the  additional  unit  which 
would  bring  his  stock  up  to  the  number  indicated  on  the  base  line, 
provided  of  course  he  were  held  up  each  time  for  his  highest  price. 
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Now  this  of  course  is  not  the  way  golf  balls,  or  other  things,  are 
ordinarily  bought.  The  somewhat  frivolous  example  which  served 
us  to  develop  the  notion  of  marginal  utility  may  now  be  discarded 
in  favor  of  the  more  normal  state  of  affairs.    There  is  an  established 


price  on  the  market.  No  matter  how  badly  the  buyer  may  want 
the  first  few  units,  no  matter  how  great  their  utility  to  him,  no 
matter  how  much  he  might  be  willing  to  give  for  them  if  he  had  to, 
he  does  not  have  to  pay  more  than  the  market  price ;  and  he  can 
ordinarily  buy  all  he  desires  at  that  price.  The^ question  he  has  to 
determine  is,  not  what  price  he  will  pay,  but  how  many  he  will  take 
at  the  established  price.  Suppose  that  our  sportsman,  laying  in  a 
stock  of  golf  balls  for  the  week-end,  finds  that  the  price  of  the 
particular  make  he  uses  is  one  dollar.  How  many  will  he  buy? 
He  will  certainly  buy  one ;  rather  than  go  without  one  he  would  be 
willing  to  pay  ten  dollars,  which  would  measure  the  marginal  utility 
if  he  had  one  only.  Similarly,  he  would  buy  a  second,  a  third,  a 
fourth,  a  fifth,  and  a  sixth,  since  in  each  case  the  utility  to  him  is 
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greater  than  the  price.  The  utility  of  a  seventh  golf  ball  is  one 
dollar.  He  will  just  get  "  his  money's  worth  "  by  buying  this 
one.  The  utility  of  an  eighth  ball  is  seventy-five  cents.  Since  it 
would  clearly  be  foolish  to  pay  a  dollar  for  what  has  only  seventy- 
five  cents'  worth  of  utility  to  him,  he  will  not  buy  an  eighth.  He 
would  gladly  have  this  one  and  several  more,  but  not  at  a  dollar. 
We  conclude  that  this  person  would  buy  at  least  six  golf  balls; 
he  would  not  buy  eight.  It  is  a  matter  of  indifference  whether 
he  buys  the  seventh  or  not. 

All  this  is  clearly  illustrated  by  the  curve  of  marginal  utility. 
From  the  point  of  the  y  axis  which  measures  one  dollar,  we  draw 
a  horizontal  line,  vw.  This  line  intersects  the  curve  at  the  point  g, 
indicating  that  at  a  price  of  one  dollar  seven  golf  balls  will  be 
bought.  Again  suppose  our  golf  player  had  found  that  they  were 
charging  two  dollars.  He  would  consider  this  an  exorbitant  price 
and,  while  he  would  have  to  get  enough  to  carry  him  through  the 
week-end,  he  would  buy  fewer  than  if  the  price  were  more  reason- 
able, in  this  case  five.  If  on  the  other  hand  he  had  found  that  his 
favorite  brand  was  being  sold  at  fifty  cents,  a  bargain  price, 
he  would  have  bought  a  few  more ;  namely,  nine.  Thus  we  arrive 
at  the  concept  of  individual  demand,  which  may  be  thus  defined : 
An  individual's  demand  for  any  good  {wealth  or  service)  is  a  schedule 
of  the  respective  quantities  of  that  good  tvhich  he  would  choose  to  take 
at  all  possible  prices.  The  individual  demand  curve  is  the  graph- 
ical representation  of  this  schedule.     (See  Figure  3.) 

Obtaining  the  most  for  one's  money.  From  the  concepts  of 
marginal  utility  and  individual  demand  for  goods  certain  important 
truths  follow.  It  is  evident  that  each  unit  of  any  particular  good 
purchased  up  to  the  last  one  gives  the  purchaser  a  greater  utility 
than  the  price  he  pays.  On  the  last  one  he  "  breaks  even,"  or  as 
near  to  that  as  the  size  of  the  unit  will  permit.  There  is  thus  a 
gain  upon  each  unit  (except  possibly  the  last)  which  is  called  the 
buyer's  surplus.  As  he  buys  more  units,  this  unit  gain  becomes 
steadily  less,  but  the  diminishing  gain  on  the  later  units  detracts 
nothing  from  that  already  obtained  on  the  earlier  units,  and  the 
total  utility  and  the  total  surplus  increase  till  they  reach  their 
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maxima  when  the  last  unit  is  bought,  having  a  utiHty  equal  to 
the  price  paid.  The  diagram  in  Figure  3  will  help  us  again.  If 
seven  golf  balls  are  bought  at  one  dollar  apiece,  it  is  because  the 
marginal  utility  to  the  purchaser  is  one  dollar  when  he  has  seven. 
The  various  ordinates,  as  we  have  seen,  measure  respectively  the 
utility  to  him  of  one  golf  ball  if  he  had  only  one,  of  the  second  one  if 
he  had  only  two,  and  so  on ;  in  other  words,  the  respective  maxi- 
mum amounts  he  would  have  consented  to  pay  if  he  had  purchased 
his  seven  golf  balls  one  at  a  time  and  been  held  up  each  time.  The 
line  vw  cuts  off  from  each  of  these  amounts  the  amount  actually 
paid  for  that  unit,  one  dollar ;  therefore  the  part  of  each  ordinate 
above  the  line  vw  measures  the  buyer's  surplus  on  that  unit.  This 
unit  surplus  diminishes  with  each  successive  unit  but  does  not 
become  zero  till  the  last  one  bought,  and  if  the  purchaser  should 
stop  buying  before  this  he  would  clearly  sacrifice  somewhat  of  the 
total  utility  that  is  within  his  reach. 

How  both  parties  to  a  trade  can  gain.  It  is  this  principle  which 
explains,  what  has  sometimes  been  difficult  for  people  to  believe, 
that  both  parties  to  a  trade  can  gain.  It  has  been  somewhat 
plausibly  argued  that,  since  in  any  honest  trade  the  values  of  the 
two  things  exchanged  must  be  the  same,  neither  party  can  have 
made  a  gain ;  one  party  can  gain  only  by  giving  less  value  than 
he  receives ;  that  is,  by  cheating  the  other  party.  It  was  partly 
this  notion  which  led  the  churchmen  and  lawmakers  of  the  Middle 
Ages  to  believe  that  trade  should  be  strictly  regulated  and  cus- 
tomary prices  enforced  in  order  that  neither  party  to  a  trade 
should  gain  at  the  expense  of  the  other. 

We  can  see  now  that  what  the  purchaser  gets  from  a  trade  is  not 
measured  by  the  value  received ;  i.e.,  the  price  multiplied  by  the 
number  of  units,  but  is  the  total  utility  received,  which  is  always 
greater  than  the  value  or  the  money  paid.  The  seller,  on  the 
otiier  hand,  has  in  the  money  received  a  utility  at  least  equal  to 
and  generally  greater  than  the  utility  of  the  goods  with  which  he 
parted,  though  this  side  of  the  trade  will  be  more  clearly  set  forth 
in  a  later  chapter. 

The  decision  to  buy.     We  thus  arrive  at  the  conclusion  that  in 
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.:^eneral  a  person  will  buy  any  good  as  long  as  its  marginal  utility 
to  him  is  equal  to  or  greater  than  the  utility  of  what  he  has  to  pay 
ipr  one  unit  of  it ;  i.e.,  the  price.  He  will  stop  when  the  marginal 
utUityiisiess  than  the  utility-^>f~tlie-prke^  The  decision  as  to  any 
purchase  involves  the  comparison  of  two  separate  utilities,  the 
marginal  utility  of  the  thing  to  be  bought  and  the  utility  of  the 
price;  that  is,  of  the  money  that  must  be  paid.  Choice  must  be 
made  between  these  two  utilities.  This  means  choice  between 
the  thing  to  be  bought  and  the  most  desirable  of  all  the  other  things 
that  could  be  bought  with  that  amount  of  money.  A  man  is  con- 
sidering whether  to  spend  a  couple  of  dollars  for  a  ticket  to  the 
matinee.  He  thinks  that  he  might  instead  go  to  the  baseball  game ; 
he  also  needs  a  new  straw  hat,  and  it  would  be  a  pleasure  to  take 
a  two-pound  box  of  chocolates  home  to  the  family ;  finally  there  is 
still  another  possible  use  of  the  two  dollars ;  i.e.,  depositing  it  in 
the  bank  —  saving  it.  The  question  whether  to  go  to  the  theatre 
is  a  question  of  the  marginal  utilities  of  all  these  several  competing 
uses  for  two  dollars.  A  rational  choice  will  devote  the  money  to 
that  use  whose  marginal  utility  is  the  greatest.  The  marginal 
utility  curves  of  all  the  things  that  one  might  buy  thus  enter  into 
the  problem  of  any  particular  purchase.  If  for  example  it  is  finally 
decided  that  more  satisfaction  would  be  derived  from  the  purchase 
of  a  straw  hat  than  from  any  other  possible  use  of  two  dollars, 
it  follows  that  the  marginal  utility  of  theatre  tickets  is  less  than 
the  marginal  utility  of  straw  hats,  and  the  ticket  is  not  bought. 
In  this  way  all  possible  uses  of  one's  money  are  set  off  against 
each  other.  By  spending  each  dollar  for  the  thing  that  will  give 
him  the  greatest  utility,  one  distributes  his  money  among  the 
countless  rival  wants  calling  for  satisfaction,  and,  since  the  quantity 
purchased  of  each  good  is  subject  to  the  test  of  maximum  utility 
from  that  good,  it  is  evident  that  rational  spending  enables  each 
individual  to  obtain  the  maximum  total  utility  —  the  maximum 
satisfaction  of  his  wants  —  which  his  means  will  permit. 

Real  people.  It  is  hardly  necessary  to  remind  the  reader  that 
the  ordinary  individual  does  not  sit  down  and  carefully  plot  his 
marginal  utility  curve  before  he  decides  how  many  tons  of  coal 
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or  pairs  of  shoes  or  pounds  of  sugar  he  will  buy.  Purchasers  do 
not  usually  base  their  judgments  on  any  such  precise  mathematical 
calculations  as  have  been  assumed  in  our  illustrations.  Poor 
people  and  even  the  moderately  well-to-do  often  appear  to  spend 
their  limited  stores  of  money  in  the  most  foolish  and  irrational 
manner.  A  family  that  is  without  means  to  provide  warm  clothing 
for  the  coming  winter  will  cheerfully  spend  ten  dollars  on  a  day's 
outing  at  the  seashore.  The  radio,  with  its  monthly  installment 
payments,  may  be  eating  up  the  money  that  would  seem  much 
better  spent  for  nourishing  food.  The  daily  attendance  on  the 
"  movies  "  seems  quite  superior  to  any  law  of  diminishing  utility. 
Clever  advertising  and  smart  salesmanship  bank  on  the  careless 
and  irrational  way  in  which  people  spend  their  money.  All  sorts 
of  appeals  are  used  to  induce  the  careless  purchaser  to  buy  things 
whose  utility  seems  absurdly  small  in  comparison  with  the  money 
expended.  To  some  the  appeal  of  a  "  bargain  "  is  irresistible,  and 
people  come  home  laden  with  things  for  which  they  have  no  real 
need,  bought  simply  because  they  were  cheap ;  every  retail  mer- 
chant takes  advantage  of  this  human  characteristic.  In  any 
city  it  is  possible  to  see  people  buying  things  in  one  store  when  the 
identical  articles  are  on  sale  at  a  lower  price  only  a  block  or  two 
away.  A  study  of  the  purchasing  habits  of  the  general  public  is 
apt  to  induce  alow„j£g,ard  for  ;iverage  human  intelligence. 

Is  all  buying  irrational  ?  From  such  facts  as  these,  the  conclu- 
sion is  sometimes  drawn  that  there  is  no  such  thing  as  rational 
judgment  in  buying,  that  the  law  of  marginal  utility  has  no  exist- 
ence outside  the  imagination  of  the  theoretical  economist,  and  that 
all  our  talk  of  demand  and  supply  is  pure  theory  without  any  useful 
application  to  the  hard  facts  of  the  practical  world. 

But  let  us  not  be  too  hasty  in  jumping  at  such  conclusions.  For 
one  thing,  it  will  be  well  to  recognize  that  much  of  the  conduct  of 
other  people  which  we  regard  as  irrational  is  not  really  so  but  is 
merely  at  variance  with  our  own  judgment.  We  readily  think  we 
could  lay  out  a  family  budget  for  our  impecunious  neighbor  which 
would  materially  increase  the  utility  of  his  purchases.  But  it  is 
his  judgment  —  such  as  it  is  —  not  ours,  which  decides  how  he  can 
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get  the  most  for  his  money.  The  well-fed,  well-dressed  woman  of 
the  "  upper  class  "  points  with  scorn  at  the  "  irrational  "  conduct  of 
the  stenographer  taking  her  pathetically  inadequate  luncheon  at 
the  soda  fountain  in  order  to  save  money  to  buy  silk  stockings. 
But  this  conduct,  whatever  else  may  be  said  of  it,  is  not  irrational. 
It  is  the  height  of  careful  judgment.  The  girl  wants  the  silk  stock- 
ings more  than  she  wants  a  nourishing  lunch ;  she  has  planned 
carefully  how  she  can  save  the  price ;  she  is  acting  strictly  in  ac- 
cordance with  the  law  of  marginal  utility.  Her  conduct  may  be 
"  foolish  "  according  to  some  other  person's  judgment.  But  the 
economist  is  investigating  how  she  actually  spends  her  money, 
not  how  she  "  ought "  to  spend  it.  Let  us  reverse  the  case. 
The  shopgirl  laughs  at  the  wealthy  patrons  of  the  Fifth  Avenue 
store  who  "  haven't  sense  enough  "  to  walk  over  to  Sixth  Avenue 
and  buy  the  same  things  at  lower  prices.  But  the  wealthy  shopper 
is  not  irrational.  She  wants  the  calm  restfulness,  the  air  of  luxury 
and  dignity,  the  deferential  personal  attention  of  the  exclusive 
Fifth  Avenue  shop.  These  are  a  part  of  what  she  is  paying  for. 
She  knows  she  could  save  money  on  Sixth  Avenue,  but  the  loss  of 
these  other  advantages  would  mean  a  net  sacrifice  in  the  utility  of 
her  purchases.  She  also  may  be  "  foolish,"  but  that  is  beside  the 
present  point. 

Economic  generalizations:  the  margin  of  error.  So  it  is  with 
much  of  the  conduct  of  the  general  public.  Acts  which  to  a  super- 
ficial glance  appear  irrational  turn  out  to  be  based  upon  real  judg- 
ment, however  "  foolish  "  or  "  wrong."  True,  there  is  conduct 
which  is  undoubtedly  irrational,  as  has  been  pointed  out.  But 
this  is  not  true  of  the  majority  of  human  acts,  and  in  large  measure 
the  acts  of  the  irrational  individuals  tend  to  offset  each  other  when 
merged  in  the  composite  action  of  the  mass.  When,  as  we  shall 
presently  do,  we  combine  the  several  individual  demands  to  obtain 
the  total  market  demand  for  any  commodity,  it  will  appear  that 
the  irrational  exceptions  are  not  sufficient  to  destroy  the  validity 
or  practical  importance  of  the  generalization  which  we  shall  de- 
velop. What  we  shall  find  is  simply  an  example  of  the  margin  of 
error  which  always  appears  when  scientific  principles  are  applied 
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to  concrete  cases.  In  this  matter  economics  differs  from  the  more 
"exact  sciences  "  only  in  degree.  The  physicist  can  explain  or  even 
predict  the  course  of  a  projectile  by  reference  to  his  laws  of  motion, 
gravitation,  air  resistance,  and  so  on.  But  there  will  always 
be  a  certain  margin  of  error  in  the  actual  result.  So  our  economic 
generalizations,  such  as  the  laws  of  demand  and  supply  and  price, 
are  useful  for  the  explanation  and  even  the  prediction  of  practical 
matters,  in  spite  of  a  margin  of  error  which  is  sometimes  small, 
sometimes  great.  Every  wise  business  man  makes  it  his  task  to 
study  his  clientele.  He  finds  that  people  do  actually  behave  in 
certain  ways ;  they  react  to  certain  stimuli  in  ways  that  may  be 
predicted  with  only  a  moderate  margin  of  error.  These  are  hard 
practical  truths,  which  the  business  man  neglects  at  his  peril. 

Among  these  practical  truths  we  find  the  economic  laws  of  mar- 
ginal utility,  demand  and  supply,  and  price.  People  as  a  rule 
actually  do  determine  their  purchases  in  accordance  with  the  law 
of  marginal  utility.  They  will  ordinarily  buy  more  if  the  price  is 
low,  less,  if  it  is  high.  They  have  some  idea  of  when  to  stop  buying 
because  more  enjoyment  may  be  obtained  from  other  things  which 
their  money  will  buy.  They  realize  that  there  are  some  things  that 
they  cannot  afford  at  present  prices.  They  alter  their  purchases 
with  price  changes,  buying  the  fruits  and  vegetables  which  are 
cheap  because  in  season  and  turning  to  other  forms  of  food  when 
these  prices  rise.  Nobody  buys  with  perfect  judgment  at  all  times, 
some  are  more  rational  than  others,  a  few  may  appear  quite  irra- 
tional. But  the  "  freakish  "  purchaser  is  the  exception,  much  irra- 
tional conduct  is  mutually  offsetting,  and  human  conduct  as  a 
whole  is  rational  and  subject  to  reliable  generalizations  or  laws. 
So,  while  our  generalizations  as  to  marginal  utility  and  individual 
demand  are  only  approximations,  not  holding  true  of  every  individ- 
ual or  of  every  purchase  of  any  individual,  they  still  hold  true  in  the 
main,  and  from  them  is  derived  a  law  of  (total)  demand  which  is 
both  true  and  practically  important. 

Individual  demand  and  total  demand.  Thus  far  we  have  con- 
sidered demand  from  the  standpoint  of  the  individual  purchaser, 
who  regards  the  prices  of  what  he  would  buy  as  fixed  and  not  sub- 
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ject  to  his  control.  But  though  the  individual's  demand  for  any 
good  has  no  appreciable  effect  upon  its  price,  the  total  demand  of 
all  consumers  has  a  profound  effect.  The  total  demand  is  the  sum 
of  the  demands  of  all  individuals  who  are  contemplating  buying 
the  good  in  question.  For  the  sake  of  a  simple  concrete  example, 
let  us  assume  that  in  a  certain  village  four  families  ^  only  are 
interested  in  the  purchase  of  strawberries,  and  let  us  assume  their 
respective  demands  as  shown  in  the  following  schedule. 

Demand  for  Strawberries,  Retail  Market  of  X  —  May  1,  1930 


Price 
'per  quart 

Quantities  that  buyers  would  choose  to  take 

Family  A 

Family  B 

Family  C 

Family  D 

Total 

55  cents 

10  qts. 

2  qts. 

Iqt. 

Oqts. 

13  qts. 

50  cents 

10  qts. 

3  qts. 

Iqt. 

0  qts. 

14  qts. 

45  cents 

10  qts. 

4  qts. 

2  qts. 

0  qts. 

16  qts. 

40  cents 

10  qts. 

5  qts. 

2  qts. 

Iqt. 

18  qts. 

35  cents 

10  qts. 

6  qts. 

3  qts. 

1  qt. 

20  qts. 

30  cents 

10  qts. 

6  qts. 

4  qts. 

2  qts. 

22  qts. 

25  cents 

10  qts. 

6  qts. 

5  qts. 

3  qts. 

24  qts. 

Family  A  is  evidently  well-to-do ;  they  will  take  all  the  straw- 
berries they  want,  regardless  of  what  the  price  may  be  (within  the 
limits  of  possible  prices).  To  the  other  families  the  matter  is  more 
serious;  their  purchases  will  be  governed  by  the  price.  The 
schedule  in  the  last  column  is  the  total  demand  for  strawberries 
in  this  simplified  market. 

It  is  total  demand  which  operates  as  one  of  the  chief  deter- 
minants of  price.  Hereafter,  the  term  demand,  where  not  quali- 
fied, will  be  understood  to  mean  the  total  demand.  It  may  be 
defined  as  follows:  The  demand  for  any  good  is  a  schedule  of  the 
respective  quantities  of  that  good  which  buyers  would  choose  to  take  at 
all  possible  prices. 

For  the  sake  of  a  concrete  example,  let  us  expand  our  illustration 
of  the  strawberry  market  of  X  by  including  all  of  the  hundreds  of 

1  The  assumption  of  this  small  number  is  of  course  artificial.  It  serves  to  sim- 
plify the  example  •w^thout  affecting  its  validity  as  an  illustration  of  the  general 
principle. 
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families  which  may  be  interested  in  the  purchase  of  strawberries, 
giving  a  demand  schedule  in  general  character  like  the  following. 

Demand  for  Strawberries,  Retail  Market  of  X  —  May  1,  1930 
Prices  Quantities  that  would  be  taken  ^ 


55  cents 
50  cents 
45  cents 
40  cents 
35  cents 
30  cents 
25  cents 


95  quarts 
100  quarts 
115  quarts 
150  quarts 
200  quarts 
300  quarts 
500  quarts 


In  Figure  4,  this  schedule  is  represented  in  graphical  form,  the 
curve  ag  being  the  corresponding  demand  curve. 
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Fig.  4 

Time  and  place  of  the  demand  schedule.  The  demand  schedule 
relates  to  a  particular  time  or  period  of  time  —  to  the  day  of  May  1, 
1930,  or  rather  to  those  hours  of  that  day  during  which  buying  can 
take  place.  This  schedule  holds  true  for  this  day  only.  The 
next  day  will  have  its  own  schedule,  which  may  or  may  not  be 
the  same  as  this  one.  The  prices  are  alternative  prices  ;  only  one 
of  them  can  turn  out  to  be  the  actual  price.  So  of  the  quantities ; 
only  one  can  prove  to  be  the  amount  actually  bought.     The 

»  Hereafter,  when  convenient,  we  shall  use  this  elliptical  phrase  for  the  more  pre- 
cise one,  "quantities  that  buyers  would  choose  to  take." 
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§_che(iule  does  not  mean  that  if  today  100  quarts  are  bought  at 
fifty  cents,  a  price  of  forty  cents  tomorrow  would  lead  to  the  pur- 
chase of  150  quarts.  That  would  be  true  only  in  case  tomorrow's 
schedule  should  be  the  same  as  todaj^g. 

In  the  strictest  sense  the  demand  schedule  does  not  relate  to  a 
period  of  time  at  all,  but  merely  to  an  instant  of  time.  Theoreti- 
cally conditions  of  demand  may  be  changing  continuously,  so  that 
each  succeeding  instant  has  its  own  demand  schedule.  For  most 
practical  purposes  however  it  is  sufficiently  accurate  to  consider 
demand  with  reference  to  a  considerable  period,  during  which  a 
certain  price  might  hold  and  a  certain  quantity  be  bought.  This 
period,  be  it  remembered,  may  be  quite  short,  often  less  than  a  day 
or  even  less  than  an  hour.  In  the  market  for  certain  corporation 
stocks  or  certain  commodities,  such  as  wheat,  cotton,  etc.,  where 
trading  is  very  active,  conditions  of  demand  change  rapidly,  and 
there  is  close  approach  to  the  theoretical  condition  of  the  con- 
stantly changing  demand  schedule.  The  demand  schedule  thus 
relates  to  a  particular  time,  whether  a  mere  instant  or  a  consider- 
able period,  and  is  not  a  record  of  a  historical  sequence  of  prices 
and  quantities  bought. 

Of  course  such  a  schedule  must  relate  also  to  a  particular  place. 
Market  conditions  vary,  and  a  schedule  showing  the  quantities 
which  would  be  bought  at  various  prices  in  one  market  will  not  hold 
of  any  other  market,  except  as  a  coincidence. 

It  must  always  be  borne  in  mind  that  the  demand  schedule  is 
J)hypothetical.  The  number  appearing  opposite  each  price  indicates 
the  quantity  that  buyers  would  choose  to  take  during  this  particular 
day  if  that  were  the  price  on  this  day.  It  does  not  show  what  the 
price  actually  is  nor  what  quantity  actually  is  bought.  It  is  in 
other  words  a  hypothetical  schedule. 
\^  Market  defined.  The  use  of  the  word  "  market  "  in  the  heading 
of  the  above  schedule  makes  it  pertinent  to  observe  that  this  term, 
in  the  vocabulary  of  economics,  has  a  somewhat  broader  content 
than  is  given  it  in  ordinary  historical  descriptions,  such  as  have 
appeared  in  the  preceding  chapters.  As  technically  definedr^^»*«'r- 
ketfor  any  good  is  a  place  where  buyers  and  sellers  exchange  that  good.. 


DEMAND  259 

This  includes  obviously  all  those  markets  which  we  have  been 
studying.  It  includes  also  every  place  where  buyers  and  sellers 
exchange  goods  even  though  there  may  be  no  formal  market  organ- 
ization. Thus  the  retail  strawberry  market  of  a  city  need  not  be 
any  formally  organized  market  in  a  special  building  or  place ; 
it  may  be  simply  the  various  retail  stores  and  offices  where  dealers 
and  consumers  buy  and  sell  strawberries.  It  is  not  even  necessary 
that  all  the  buyers  and  sellers  be  physically  present  at  the  market. 
They  may  be  in  communication  with  the  market  by  telephone, 
telegraph,  or  mail  and  represented  there  by  agents  or  brokers. 
The  market  is  simply  the  place  at  which  buyers  and  sellers  make 
their  influence  felt,  at  which  exchanges  are  made,  the  meeting  point 
of  the  forces  that  determine  price. 

Demand  and  desire.  Demand  is  not  the  same  as  desire.  An 
impecunious  student,  standing  with  empty  pockets  outside  a 
theatre,  may  have  a  keen  desire  to  see  the  show,  but  we  cannot  say 
that  he  has  a  demand  for  a  ticket.  His  desire  has  no  effect  upon 
the  demand  for  tickets,  no  effect  upon  the  numbers  that  could  be 
sold  at  various  prices.  To  have  a  demand  for  anything  one  must 
not  only  desire  it,  want  it ;  he  must  also  be  able  and  willing  to 
buy.  Most  of  us  desire  fine  automobiles,  trips  to  Europe,  and  other 
things  without  number.  ]\Iost  of  these  desires  have  no  effect 
upon  the  demand  for  these  things.  The  only  one  who  contributes 
to  the  demand  for  a  certain  make  of  automobile  is  the  one  who 
is  able  and  willing  to  buy  at  least  one  at  a  price  at  which  this 
automobile  is  likely  to  be  for  sale.  We  have  already  paid  some 
attention  to  the  interesting  subject  of  human  desires  or  wants  ^ 
and  have  seen  how  closely  they  are  related  to  demand.  We  need 
however  to  be  on  our  guard  against  thinking  desire  and  demand 
are  the  same  thing. 

The  law  of  demand.  The  quantity  of  any  good  which  buyers 
would  choose  to  take  is  related  to  —  is  a  function  of  —  the  price 
at  which  that  good  may  be  bought,  and  it  is  this  relation  which  is 
shown  by  the  demand.  The  ordinary  individual's  demand  for 
any  good,  as  we  have  seen,  is  such  that  the  lower  the  price,  the  more 

>  See  Chapter  I. 
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he  will  buy  —  the  higher  the  price,  the  less  he  will  buy.  The  same 
relation  must  obviously  hold  of  the  total  demand,  which  is  simply 
the  sum  of  many  individual  demands.  Each  individual  who 
could  buy  at  a  high  price  would  buy  more  at  a  lower  price,  and  in 
addition  there  will  be  those  who  would  not  buy  at  all  at  the  high 
price  but  would  enter  the  market  at  the  lower  price.  Conversely, 
going  from  the  lower  to  the  higher  price,  we  see  most  individuals 
reducing  their  offers,  while  some  are  compelled  to  drop  out  entirely. 
.Stated  in  formal  language,  the  quantity  that  buyers  would  take 
varies  inversely  with  the  price. ^ 

This  principle  is  portrayed  graphically  in  Figure  4.  The  demand 
curve  slopes  downward  as  it  goes  from  left  to  right,  and  as  we  travel 
along  the  curve  in  this  direction  the  distances  that  measure  prices 
grow  shorter,  while  the  distances  that  measure  quantities  grow 
longer.  In  the  opposite  direction,  prices  evidently  increase  while 
quantities  decrease. 

This  is  the  ordinary  relation.  But  there  is  one  exception. 
Suppose  a  state  calls  for  bids  to  erect  a  new  capitol  building.  Here 
there  is  only  one  buyer  in  the  market,  and  there  is  only  one  article 
to  be  exchanged  in  any  case.  The  state  will  take  this  one  capitol 
building,  no  more  and  no  less,  regardless  of  the  price,  up  to  the 
limit  where  the  price  is  so  high  as  to  cause  the  state  to  give  up  the 
building  project  altogether.  What  sort  of  demand  schedule  and 
demand  curve  do  we  have  in  this  case?  In  the  price  column  we 
will  list  all  prices  from  the  lowest  that  any  contractor  is  likely  to 
bid  up  to  the  highest  which  the  state  will  pay.  Opposite  each  of 
these  figures  in  the  column  of  quantities,  will  of  course  appear  the 
figure  1.  The  corresponding  demand  curve  will  evidently  be  a 
straight  line  parallel  to  the  y  axis. 

The  same  sort  of  demand  appears  when  a  single  buyer  calls  for 
bids  for  a  fixed  quantity  of  a  certain  special  article  for  which  there 
is  no  demand  elsewhere.     For  example  a  national  government 

>  As  we  shall  use  the  terms,  "inversely"  and  "directly"  do  not  imply  that  the 
variation  must  necessarily  be  proportional.  If  a  increases  when  h  increases  or  de- 
creases when  h  decreases,  we  say  that  a  varies  directly  with  b,  even  though  the 
change  in  a  may  not  be  exactly  proportional  to  the  change  in  h ;  and  correspond- 
ingly of  an  inverse  variation. 
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might  need  500,000  gas  masks  of  a  particular  style  for  its  army. 
It  calls  for  bids.  The  quantity  taken  will  be  exactly  500,000, 
whatever  the  price  may  be,  and  we  have  again  the  vertical  demand 

curve. 

Taking  account  of  this  exception,  we  arrive  at  the  law  of  demand, 
which  is  as  follows :  In  a  given  market  at  a  given  time,  the  quantity 
of  any  good  which  buyers  would  choose  to  take,  ivhen  not  a  fixed 
quantity,  varies  inversely  with  the  price. 

This  law  has  been  developed  with  the  aid  of  numerical  schedules 
and  graphs,  and  these  devices  will  continue  to  serve  us  in  the  further 
pursuit  of  the  laws  of  price.  The  reader  hardly  needs  to  be  re- 
minded that  the  exact  quantities  used  in  these  schedules  are  a 
matter  of  presumption  and  are  not  significant  except  as  a  means  of 
illustration.  The  general  relation  between  price  and  quantity 
wanted  —  i.e.,  that  the  quantity  that  buyers  would  choose  to  take 
increases  with  a  decrease  of  price  and  vice  versa  —  is  a  truth  beyond 
question.  It  is  only  when  we  undertake  to  express  this  in  exact 
numbers  that  we  must  deal  in  presumption.  In  actual  business  it 
is  seldom  if  ever  possible  thus  to  give  exact  values  to  the  demand 
schedule,  although  the  business  man  is  perfectly  certain  of  the 
general  relation  between  price  and  the  quantity  that  buyers  would 
choose  to  take. 

Elasticity  of  purchase.  Every  household  uses  a  certain  amount 
of  salt.  It  would  be  most  uncomfortable  to  go  without  salt  or 
even  to  cut  down  appreciably  upon  the  usual  amount  consumed, 
yet  there  would  be  little  to  be  gained  by  increasing  the  amount 
used,  since  everybody  already  has  about  all  he  wants.  If  the  price 
of  salt  should  be  unusually  high,  people  would  still  buy  nearly  as 
much  as  usual.  The  amount  expended  for  salt  is  a  very  small  part 
of  the  household  budget,  and  even  at  a  much  higher  price,  the  cost 
would  be  small  and  the  increase  could  be  made  up  by  a  slight  saving 
on  some  other  item  of  expenditure.  On  the  other  hand  a  very  low 
price  of  salt  would  not  mean  any  great  increase  in  the  quantity 
bought,  for  the  simple  reason  that  people  were  already  buying 
about  all  they  wanted.  The  law  of  demand  holds  good  of  salt, 
as  of  other  things ;  that  is,  at  any  given  time  the  quantity  that  buy- 
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ers  would  choose  to  take  varies  inversely  with  the  price.     But  it 
varies  only  slightly.     In  such  a  case  it  is  said  that  purchase  is 

inelastic.  The  demand 
curve  has  a  steep  slope 
as  shown  in  Figure  5. 
Changes  in  the  length  of 
the  lines  measuring  price 
(as  Oa,  Oc,  etc.)  are 
accompanied  of  course  by 
opposite  changes  in  the 
length  of  the  lines  measur- 
ing quantities  (as  ab,  ce, 
etc.),  but  these  changes 
are  small. 

On  the  other  hand, 
there  are  things  which 
have  an  elastic  purchase.  This  means  that  variations  in  price  are 
accompanied  by  great  variations  in  the  quantities  that  buyers 
would  offer  to  take.  If  the  price  of  a  certain  high  grade  automobile 
were  S500  instead  of  S5,000,  the  number  of  persons  who  would  offer 
to  buy  that  particular  make  of  automobile  would  be  enormously 
increased.  If  the  price  were  S15,000,  the  number  of  purchasers 
would  be  only  a  small  fraction  of  those  who  would  buy  at  $5,000. 
The  purchase  of  any  particular  kind  of  car  is  extremely  elastic. 
The  demand  curve  in  such  a  case  has  a  gentle  slope  as  illustrated 
in  Figure  6.  This  is  because  changes  in  the  distances  measuring 
prices  (as  Oa,  Oc,  etc.)  are  accompanied  by  relatively  great  changes 
in  the  distances  measuring  quantities  (as  ab,  ce,  etc.). 

In  order  to  distinguish  between  different  degrees  of  elastic  and 
inelastic  purchase,  it  has  been  found  convenient  to  set  up  a  con- 
ventional dividing  line ;  namely  that  demand  schedule  in  which  the 
quantity  taken  changes  inversely  in  exact  proportion  to  the  corre- 
sponding changes  in  price.  In  other  words,  the  amount  of  money 
spent,  being  the  product  of  the  quantity  taken  and  the  price,  is 
always  the  same.  Such  a  demand  is  illustrated  by  the  curve  dd 
in  Figure  7.     Whatever  point  is  taken  upon  this  curve,  as  a  or  b. 
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the  product  of  the  ordinate  and  the  abscissa,  measuring  price  and 
quantity  respectively,  will  always  be  800.^ 
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Fig.  6 


If  the  demand  is  represented  by  such  a  curve,  it  is  sometimes  said 
that  purchase  is  neither  elastic  nor  inelastic.     If  the  demand  is 
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Fig.  7 

such  as  to  show  a  steeper  curve,  as  d'  df,  it  may  be  said  that  pur- 
chase is  inelastic.  A  curve  less  steep,  as  d"  d"  would  indicate  an 
elastic  purchase. 

The  limit  of  inelasticity  of  purchase  is  that  condition  in  which 
the  quantity  taken  would  not  be  affected  at  all  by  the  price,  repre- 

•  The  reader  who  is  mathematically  inclined  will   recognize  this  curve  as  a 
rectangular  hyperbola,  whose  equation  is  xy  =  o. 
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sented  graphically  by  a  vertical  demand  curve.  The  theoretical 
limit  to  elasticity  of  pm-chase  would  be  a  situation  where  an 
infinitesimal  change  in  price  would  cause  an  infinite  change  in  the 
quantity  taken.  This  is  represented  by  a  horizontal  line,  which, 
however,  for  practical  purposes  is  not  a  real  demand  curve. 

Examples  of  inelastic  and  elastic  purchase.  As  a  general  rule 
inelastic  purchase  will  be  found  in  the  case  of  necessities,  since 
people  must  have  a  certain  amount,  even  at  the  cost  of  heavy 
sacrifice  of  other  enjoyments,  and  since  after  their  needs  are  fairly 
satisfied  they  do  not  much  care  for  an  increased  amount.  Salt  is 
an  example  of  a  necessity.  Inelastic  purchase  is  also  found  in  the 
case  of  an  article  for  which  the  desire  may  be  fully  satisfied  by  a 
small  quantity.  Salt  illustrates  this  characteristic  also.  There 
are  other  illustrations  of  goods  which  are  not  also  necessities.  Con- 
sider for  example  the  article  with  which  young  women  improve 
upon  the  color  imparted  by  nature  to  their  lips.  The  quantity  of 
lip  sticks  purchased  depends  upon  fashion  and  personal  or  family 
opinion;  it  is  not  much  governed  by  the  price.  Few  who  are 
inclined  to  use  this  beaut  ifier  would  be  deterred  by  a  price  even 
considerably  above  the  prevailing  one.  And  few  would  be  led  to 
its  more  copious  use  even  though  the  price  should  become  extraor- 
dinarily low.  Of  course  the  reason  is  that  anyone  can  completely 
satisfy  her  need  with  an  expenditure  of  only  a  small  part  of  her  in- 
come, no  matter  what  the  price.     The  purchase  is  thus  inelastic. 

A  more  practical  illustration  of  inelastic  purchase  is  exhibited  in 
the  following  record : 

Pbices  and  Consumption  of  Potatoes  in  the  United  States  * 

Average  wholesale  Per  capita 

price  per  bushel  consumption 

for  the  crop  year  in  bushels 

$0.61  3.68 

.79  3.47 

.38  4.34 

.48  3.76 

1.03  3.26 

.49  4.40 

.65  3.45 

1  F.  C.  Mills,  The  Behavior  of  Prices,  1927,  p.  148. 
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The  reader  will  not  have  failed  to  observe  that  the  above  table  is  a 
record  of  historical  sequence  and  not  a  picture  of  amounts  that 
would  be  consumed  under  different  assumptions  as  to  price  at  a 
given  time,  as  is  required  by  the  definitions  of  demand  and  elas- 
ticity of  purchase.  It  is  quite  safe  to  infer,  however,  that  the 
comparatively  steady  consumption  of  potatoes  in  face  of  a  wide 
fluctuation  in  price  is  due  to  the  fact  that  potatoes  are  an  article 
of  relatively  inelastic  purchase. 

The  following  incident  is  another  illustration  of  inelastic  pur- 
chase : 

"another  war  that  everybody  lost.  The  United  Cigar 
Stores  Company  has  passed  its  quarterly  dividend.  Lower  ciga- 
rette prices  did  not  create  enough  additional  sales  to  offset  the 
reductions  in  margins.  No  economic  trick  seems  to  work  very  far 
before  it  reaches  a  limiting  factor.  Reducing  prices  may  broaden 
markets  for  automobiles  and  increase  profit  totals  with  mounting 
sales  totals.  The  same  program  doesn't  work  with  cigarettes,  even 
when  backed  by  million  dollar  advertising  campaigns  —  fresh 
proof  that  one  industry's  meat  may  be  another's  poison.  The  cig- 
arette war  damaged  the  industry  seriously.     Whoever  won,  lost."  ^ 

The  purchase  is  generally  elastic  for  luxuries,  things  that  people 
could  do  without,  especially  if  the  article  is  also  expensive.  The 
theatre  is  a  luxury.  The  number  of  tickets  that  can  be  sold  varies 
greatly  with  the  price  of  admission.  Witness  the  immense  increase 
of  attendance  upon  the  theatres  since  the  "  movies  "  have  made 
it  possible  to  offer  entertainments  at  prices  far  below  what  was 
possible  for  the  old  style  show.  The  purchase  of  washing  machines 
is  also  elastic.  The  machine  is  expensive.  Many  a  family  cannot 
afford  one.  But  the  utility  of  the  washing  machine  is  so  great  and 
so  well  recognized  that  a  material  reduction  in  price  would  certainly 
lead  to  a  great  increase  in  the  numbers  purchased.  On  the  other 
hand  an  increase  in  price  would  soon  put  the  machines  beyond  the 
means  of  many  who  now  purchase  them. 

Necessities    and    luxuries.    The    terms    "  necessity "    and 
"  luxury  "  are  dangerous  ones  to  use  in  this  connection,  without 

»  The  Business  Week,  October  26,  1929,  p.  14. 
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careful  dejfinition.  If  by  necessity  we  mean  a  thing  which  is 
required  to  sustain  Hfe  or  to  maintain  a  decent  living  in  accordance 
with  prevailing  standards,  then  the  purchase  of  necessities  will 
^nerally  be  inelastic.  But  it  must  be  recognized  that  the  purchase 
is  just  as  inelastic  for  certain  things  which  are  not  at  all  neces- 
sities under  this  definition :  and  this  does  not  refer  merely  to  such 
trivial  luxuries  as  the  lip  stick.  Take  for  example  tobacco, 
which  certainly  is  not  a  necessity,  as  we  have  defined  the  term. 
Yet  few  articles  of  common  use  show  so  inelastic  a  purchase.  The 
ordinary  man  will  insist  upon  having  his  smoke,  no  matter  what 
the  price.  If  necessary,  he  will  make  almost  any  sacrifice  in  the 
other  items  of  his  personal  or  family  expenditure.  The  same  was 
generally  true  of  liquors  in  the  United  States  in  the  days  before 
prohibition  and  is  true  in  other  countries  today.  Ji  the  definition 
of  a  luxury  corresponds  to  that  laid  down  above  for  a  necessity, 
then  the  purchase  of  luxuries  will  as  a  general  rule  be  elastic.  But 
there  will  be  many  and  important  exceptions,  of  which  some 
examples  have  already  been  noted. 

Indeed  the  content  of  the  terms  necessity  and  luxury,  no  mat- 
ter how  defined,  is  constantly  changing  with  changes  in  fashion 
and  in  incomes.  These  terms  must  therefore  always  be  used 
with  caution,  and  we  must  beware  of  sweeping  generalizations 
dealing  with  them. 

The  business  man's  interest  in  demand.  In  the  modern  eco- 
nomic system,  based  as  it  is  upon  universal  exchange  of  wealth 
and  services  for  money,  consumers'  demand  is  of  profound  impor- 
tance. Every  business  man  is  keenly  aware  that  the  quantity  of 
goods  he  can  dispose  of  at  any  particular  time  depends  upon  the 
prices  at  which  they  are  offered.  The  salesman  occupies  the  key 
position  in  modern  business,  and  a  knowledge  of  the  nature  of  the 
Remand  for-his.  goQdS-.is_a.  prime  qualification  of  salesmanship. 
The  salesman  is  aware  that,  other  things  being  equal,  the  higher  his 
prices,  the  greater  the  income  and  the  profits  of  his  business; 
but  his  knowledge  of  the  law  of  demand  tells  him  that  other  things 
are  not  equal,  that  a  high  price  may  defeat  its  end  by  reducing 
sales,  while  the  true  road  to  profit  may  be  large  sales  stimulated 
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by  low  prices.  The  business  man  would  like  to  know  the  precise 
form  of  the  demand  curve  of  his  product.  What  will  be  the 
response  of  the  buying  public  to  his  price  policy?  Are  people 
already  using  about  as  much  as  they  want,  or  is  there  possibility 
of  bringing  in  a  crowd  of  new  users  by  the  announcement  of  low 
prices  ?  Is  any  large  part  of  his  present  custom  likely  to  drop  his 
product  if  the  price  is  raised,  or  may  he  count  upon  a  condition  of 
inelastic  purchase  ? 

It  is  of  even  more  importance  to  the  business  man  to  know  the 
absolute  magnitude  of  the  demand  for  his  product;  within  any 
given  range  of  prices  are  people  ready  to  take  large  or  small  quan- 
tities? The  fate  of  his  business  may  very  well  turn  upon  his 
knowledge  or  ignorance  of  the  amount  of  his  goods  which  buyers 
will  take  at  various  prices.  And  it  should  be  noted  that  the  enter- 
priser wants  knowledge  of  the  state  of  demand,  not  only  as  it  is  at 
the  present  moment,  but  as  it  will  be  in  the  future,  both  immediate 
and  more  remote. 

Ascertaining  the  facts  of  demand.  The  task  of  discovering  the 
actual  facts  of  demand  is  anything  but  easy ;  it  is  in  truth  perhaps 
the  most  difficult  part  of  the  technique  of  modern  business.  In 
spite  of  the  difficulty,  however,  the  importance  of  the  knowledge 
is  such  that  vigorous  efforts  are  made  to  obtain  facts  throwing 
light  on  the  conditions  of  demand.  Demand  is  a  resultant  of  two 
factors,  desire  and  the  purchasing  power  to  make  desire  effective. 
The  attempts  of  business  men  to  measure  and  foretell  demand 
revolve  about  the  analysis  and  interpretation  of  business  statistics 
which  bear  upon  these  two  factors. 

Indicators  of  consumers'  desires.  Desires  are  psychological 
phenomena,  which  do  not  lend  themselves  to  quantitative  measure- 
ment. It  is  possible,  however,  by  the  study  of  the  quantities  of 
goods  which  consumers  have  purchased  over  a  past  period  to 
measure  roughly  and  in  a  broad  way  changes  in  the  consumption  of 
various  products  which  have  been  brought  about  by  modifications 
in  consumers'  habits.  For  example,  we  find  that  the  per  capita 
consumption  of  corn  meal  in  the  United  States  declined  from  0.597 
barrel  (of  196  pounds)  in  1889  to  .115  barrel  in  1925;   the  con- 


268  ELEMENTARY   ECONOMICS 

sumption  of  wheat  flour  per  capita  decreased  in  the  same  period 
from  1.142  barrels  to  .902  barrel.  The  per  capita  consumption 
of  beef  declined  from  67.8  pounds  in  1900  to  58.0  pounds  in  1927, 
while  the  consumption  of  pork  was  increasing  from  64.7  pounds 
to  68.5  pounds  per  capita.^ 

Further  light  is  shed  upon  the  general  long  term  trend  of  altera- 
tion in  consumers'  desires  by  study  of  the  changes  which  have 
occurred  in  the  quantities  of  goods  produced  and  in  the  growth 
of  particular  industries.  Recalling  that  the  population  of  the 
United  States  increased  approximately  50  per  cent  from  1899  to 
1925,  it  is  illuminating  to  observe  that  during  this  period  the  pro- 
duction of  cigarettes  increased  2,038  per  cent,  petroleum  refining, 
1,140  per  cent,  automobile  production,  151,850  per  cent,  manu- 
facture of  ice,  836  per  cent,  canning  and  preserving  of  fruits  and 
vegetables,  524  per  cent,  sugar  production,  350  per  cent,  and  the 
manufacture  of  silk  goods,  322  per  cent.  At  the  same  time  the 
production  of  cotton  goods  increased  only  76  per  cent,  boots  and 
shoes,  48  per  cent,  and  ship  and  boat  building,  22  per  cent.  Such 
data  as  these  reflect  significant  changes  in  the  habits,  the  home 
lives,  the  clothing  and  food  requirements  of  consumers.  He  would 
be  a  courageous  but  foolhardy  producer  who  would  disregard  these 
tendencies. 2 

Indicators  of  purchasing  power:  consumers'  incomes.  The 
utility  of  such  data  for  the  purpose  of  assisting  the  business 
man  in  predicting  the  future  demand  conditions  of  his  product  is 
strictly  limited.  They  apply  only  to  the  long  time  movements, 
and  on  the  whole  they  change  rather  slowly.  As  a  background  for 
the  interpretation  of  those  tendencies  which  are  at  work  over 
shorter  periods,  they  have  value,  but  they  do  not  interpret,  much 
less  predict,  these  shorter  time  movements.  Changes  in  the  vol- 
ume of  money  or  purchasing  power  in  the  hands  of  consumers  are 
largely  responsible  for  the  more  marked  short  time  changes  in 
demand. 


>  Recent  Economic  Changes  in  the  United  States,  1929,  pp.  33-34. 
*  The  figures  in  this  paragraph  are  taken  from  Recent  Economic  Changes  in  the 
United  States,  1929,  pp.  53-54. 


DEMAND  269 

It  is  however  exceedingly  difficult  to  measure  accurately  the  total 
incomes  of  all  consumers.  American  statisticians  have  worked 
on  the  problem  of  the  measurement  of  national  income  and  have 
produced  important  statistical  results.  Similar  work  has  been 
done  in  Great  Britain  and  other  countries  of  Europe.^  From  the 
standpoint  of  the  business  man  these  data  are  generally  inade- 
quate, for  the  reason  that  they  are  always  at  least  a  year  or  more 
behind  the  present,  that  they  give  total  income  only  and  not  the 
incomes  of  various  classes,  that  they  are  annual  figures,  and  that 
they  have  certain  statistical  characteristics  that  detract  from  their 
usefulness  as  a  business  barometer. 

There  are  however  methods  of  obtaining  indirectly  certain 
measures  of  income  changes  that  are  serviceable  to  business  men. 
The  most  satisfactory  of  these  measures  are  the  index  numbers  of 
employment  and  payrolls  in  manufacturing  industries.  These 
figures  are  currently  computed  by  the  United  States  Bureau  of 
Labor  Statistics  (published  in  the  Monthly  Labor  Review),  the 
Federal  Reserve  Board,  and  the  labor  commissions  of  New  York, 
Massachusetts,  and  Wisconsin.  The  following  are  the  indexes 
published  by  the  Federal  Reserve  Board,  the  base  being  the 
monthly  average  of  the  year  1919.^ 


Year 

Factory  employment 

Factory  -payrolls 

1919 

100 

100 

1920 

103 

124 

1921 

82 

84 

1922 

90 

89 

1923 

104 

113 

1924 

95 

104 

1925 

95 

107 

1926 

96 

109 

1927 

92 

105 

1928 

90 

104 

Using  data  of  this  character,  Professor  W.  A.  Berridge  has  com 
puted  a  quarterly  index  of  the  money  incomes  of  factory  workers. 

1  See  especially,  for  America,  the  publications  of  the  National  Bureau  of  Economic 
Research,  W.  D.  King,  W.  R.  Ingalls,  and  M.  Copeland.  For  England,  see  the 
works  of  Professor  A.  Bowley  and  Sir  J.  Stamp. 

2  Federal  Reserve  Bulletin,  October,  19:^9,  p.  670. 
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The  Federal  Reserve  Board  and  Professor  Berridge  have  also  com- 
puted these  indexes  on  a  monthly  basis. 

The  amplitude  of  fluctuation  of  factory  workers'  incomes  is 
much  greater  than  that  of  retail  sales,  which  indicates  the  sensi- 
tivity and  therefore  the  usefulness  to  the  business  man  of  factory 
workers'  incomes  in  forecasting  the  demand  of  the  succeeding 
month  or  so.  Of  course  if  the  more  steady  incomes  of  railroad 
workers,  public  utility  employees,  government  workers,  and 
salaried  employees  were  included,  the  amplitude  would  undoubt- 
edly hv  reduced. 

Movement  of  goods  from  producer  to  consumer.  At  best, 
however,  the  data  of  factory  workers'  incomes  indicate  the  prob- 
able changes  in  demand  for  only  a  short  period  in  the  future.  A 
longer  range  indication  of  future  demand  is  provided  by  a  study 
of  the  flow  of  goods  from  producer  to  consumer.  The  flow  of 
goods  from  the  producers  to  the  wholesale  and  retail  markets  is 
indicated  by  such  measures  as  carloadings.  exports  and  imports, 
and  wholesale  trade.  The  How  of  goods  from  the  wholesale  and 
retail  markets  is  indicated  by  such  measures  as  department  store 
sales  and  stocks  on  hand,  mail  order  house  sales,  life  insiu-ance. 
and  advertising.  Records  of  these  phenomena  are  collected  and 
published  by  the  United  States  Census,  covering  the  period  from 
1919  to  the  present.  The  following  is  a  sample  portion  of  one  of 
these  exhibits : 

Mail  Order  House  Saves 


Year  and  vxonth 
1920 

Total,  ?  housrs 

Sears,  Roebuck 
&Co. 

^fonigomery  Ward 
A  Co. 

Junuivry 

Fol)ru!iry 

Miiirh 

April 

Mfty 

Juno 

July 

$17.UX).(XX) 
U>,3'.H>,(X)0 
,'')3,n3.0(X) 

r)r>,(»u).(XX) 
r)5.()0(>,0(X) 

f)7.702,()(X) 
53,309,(XX) 

$29,271, (XX) 

27,7  n, (XX) 
3l),7W.lXX) 
34.0(1>,(XX) 

3ri,i2r>,(xx) 

3r>.7IS,0(X) 
33,50 1. (XX) 

$18,129,000 
1S,655.(XX) 
22,(U7,(XX) 
2 1,573. (XX) 
19. 880. (XX) 
2l.05(,lHXl 
19,808.(XX) 

>  I'nidHl  Slittos  Oufivis,  Surrey  of  Currcul  Business.  .\ug.  1929,  p.  117. 
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Indexes  of  these  barometers  are  published  by  the  Federal  Re- 
serve Board  of  New  York  in  its  Monthly  Rerkic.    A  further  step 
is  taken  in  making  these  data  usefiil  to  the  business  man  by 
computing  the  average  annual  rate  of  diange  during  a  period  of 
years.     The  table  below  presents  a  sample  of  such  a  record  : 
AvESAGX  Anxtal  Rati:  of  Change  ix  Retail  DisTRiBmox 
1922-1927   1 
Mail  ard^  hoiises  sales  [-i  houses  -f    9.2  per  cent 

Ten-cent  chain  store  sales  1 4  ciiains,  average  per  store 'i  -f-    4.5  per  c«nt 

Deparrment  store  sales   359  stores^  -j-    3.9  per  cent 

Chain  store  sales   number  of  chains  eonsiAnt,  but  number  of 
stores  not  constant 
Groceries   27  chains  -}-  20.6  per  cent 

Fire  and  ten  [5  chains)  -i-  12.0  per  cent 

Drug   9  chains)  +  11.7  per  cent 

Candy   5  chains)  -h    S-0  per  cent 

Shoe  1,6  chains)  -j-    5.7  per  cent 

Cigar  {3  chains)  +    3.9  per  cent 

Music  (4  chains)  -f    2.9  per  cent 

Productioii  records.  Going  still  further  back  toward  the  sources 
of  income  and  the  more  sensitive  indicators  of  consumer's  demand, 
the  business  man  studies  the  records  of  crop  production,  which 
reflect  the  prospective  income  of  the  agricultural  sections.  Prob- 
ably the  five  most  imjwrtant  crops  are  cotton,  corn,  wheat,  hay, 
and  potatoes.  The  rate  of  new  building  construction  is  one  of  the 
TTinst  impnrtj^pt,  ^ngLt  mflii.^nfv>5  bearing  on  general  employment 
and  consumer  demand.  Building  figures  are  classified  into  resi- 
dential, business,  and  public  utility  contracts.  Residential  building 
forecasts  consumer  demand  for  the  commodities  to  equip  them,  etc. ; 
business  building  reflects  the  demand  for  business  equipment,  etc. 

The  following  are  sample  portions  of  some  of  these  indexes : 

Intjex  of  Whe.\t  PRODrcTiox,  1924-192S* 
(1909-1913  average  =  100) 

Year                                  Winter  Spring  Total 

1924  final  estimate                              133  111  125 

1925  final  estimate                                90  112  9S 

1926  final  estimate                              141  S3  130 

1927  final  estimate                              124  101  116 
192S  preliminar>-  estimate                  130  132  131 

»  F.  C.  Mills,  in  Recent  Economic  Changes  in  the  United  States,  1929,  p.  636. 
*  United  States  Census,  Survey  of  Current  Business,  August  1929.  p.  86. 
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Contracts  Awarded  for  Building  Construction  — 
Average  Annual  Rate  of  Change,  1922-1927  ^ 

Residential  buildings  +  7.4  per  cent 

Public  and  semipublic  buildings  +7.2  per  cent 

Commercial  buildings  +  5.4  per  cent 

Industrial  buildings  —  0.5  per  cent 

Educational  buildings  —  4.2  per  cent 

Car  loadings,  especially  merchandise  and  miscellaneous,  indicate 
general  purchasing  power  and  general  consumption.  Car  loadings 
are  classified  geographically  also  and  indicate  the  general  buying 
power  or  demand  in  different  sections.  The  following  is  an  ex- 
ample, showing  average  rate  of  change  in  car  loadings : 

Freight  Car  Loadings,  Average  Annual  Rate  of  Change,  1922-1927  ^ 

Miscellaneous  +  4.9  per  cent 

Coal  and  coke  +  3.5  per  cent 

Merchandise  and  1.  c.  1.  +  2.6  per  cent 

Ore  +1.9  per  cent 

Forest  products  +1.9  per  cent 

Grain  and  grain  products  —  0.4  per  cent 

Livestock  —  1.8  per  cent 

Indexes  of  general  economic  conditions.  Even  these  data, 
however,  must  be  supplemented  by  indexes  of  general  banking  and 
credit  conditions  if  sound  judgment  is  to  be  secured.  Bank  debits 
indicate  the  general  volume  of  money  transactions  being  consum- 
mated. These  figures  for  centres  outside  New  York  reflect  general 
industrial  and  commercial  business.  New  York  City  figures  are 
colored  by  speculative  transactions  on  the  stock  exchanges. 
Postal  receipts,  electric  power  production,  business  failures,  veloc- 
ity of  bank  deposits,  new  incorporations,  all  play  a  part  in 
providing  a  complete  picture  of  future  demand.  The  following 
table  contains  indexes  of  a  number  of  these  factors,  of  the  sort  that 
are  regularly  used  by  American  business  men  in  their  attempts  at 
forecasting  demand.  These  indexes  are  computed  by  the  Federal 
Reserve  Bank  of  New  York.  They  show  for  each  month  the  mag- 
nitude of  the  particular  factor  as  a  percentage  of  the  base,  which 

^  F.  C.  Mills,  in  Recent  Economic  Changes  in  the  United  States,  1929,  p.  638. 
'Ibid.,  1929,  p.  636. 
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is  the  computed  trend  of  past  years.  There  is  an  adjustment  for 
seasonal  variation.  The  purpose  is  to  present  figures  showing  real 
and  significant  changes  in  the  several  factors. 

Indexes  of  General  Business  Activity  ^ 


1928 

1929 

Aug. 

June 

July 

Aug. 

Bank  debits,  outside  New  York  City 

104 

109 

112 

117 

Bank  debits,  New  York  City- 

149 

158 

181 

195 

Velocity  of  bank  deposits  outside  of  New 

York  City 

113 

126 

131 

136 

Velocity  of  bank  deposits.  New  York  City 

166 

182 

208 

228 

Shares  sold  on  New  York  Stock  Exchange 

293 

252 

429 

404 

Postal  receipts 

90 

81 

88 

87 

Electric  power 

109 

108 

111 

— 

Employment  in  the  United  States 

99 

102 

104 

104 

Business  failures 

115 

109 

102 

109 

Building  contracts,  36  states 

110 

110 

130 

96 

New  corporations  formed  in  New  York 

State 

108 

111 

119 

113 

Real  estate  transfers* 

84* 

85* 

79* 

— 

General  price  level 

176 

179 

181 

182 

Composite  index  of  wages 

223 

227 

226 

227 

Cost  of  living 

172 

171 

172 

174 

*  Revised 

Efforts  to  control  demand.  The  modern  business  man  does 
not  content  himself  with  seeking  the  greatest  possible  knowledge 
of  the  conditions  of  demand.  He  is  aware  that  demand  is  subject 
to  outside  influence,  and  he  does  not  hesitate  to  do  his  utmost 
to  modify  demand  in  his  own  interest.  This  is  the  basis  of  modern 
advertising  and  salesmanship.  The  purpose  of  the  advertising 
campaign  is  to  stimulate  or  even  create  demand  for  a  particular 
product.  Every  resource  is  brought  to  bear  to  attract  public 
attention,  to  arouse  desire,  to  create  new  wants,  to  entice  buyers 
away  from  rival  sellers.  The  advertiser  is  aware  of  the  law  of 
marginal  utility  and  of  the  competitive  nature  of  human  wants. 
He  seeks  therefore  to  increase  the  marginal  utility  of  his  product 

»  Federal  Reserve  Bank  of  New  York,  Monthly  Review  of  Credit  and  Business 
Conditions,  Oct.  1,  1929,  p.  78. 


274  ELEMENTARY   ECONOMICS 

by  proclaiming  its  many  advantages,  and  he  asserts  the  superiority 
of  his  product  over  other  goods  which  may  lay  claim  to  the  con- 
sumer's attention. 

The  endeavor  to  influence  demand  through  advertising  has  be- 
come an  enterprise  of  stupendous  proportions.  The  following  is 
an  estimate  of  the  amount  of  money  expended  on  advertising  in  the 
United  States  in  1927  : 

Expenditure  for  Advertising  in  the  United  States,  1927  ^ 

Newspapers  $690,000,000 

Magazines  210,000,000 

Direct  advertising  400,000,000 

Street  car  cards  20,000,000 

Outdoor  advertising  75,000,000 

Radio  7,000,000 

Business  papers  75,000,000 

Premium  advertising,  programs,  and  directories  25,000,000 

Total  $1,502,000,000 

Although  few  businesses  are  today  able  to  function  without  resort 
to  advertising,  the  volume  of  advertising  naturally  varies  greatly 
as  between  different  lines  of  industry.  "  The  advertising  of  auto- 
mobiles ;  toilet  articles  and  medicinal  preparations ;  food,  groceries, 
and  beverages;  and  cigars,  cigarettes,  and  tobacco  constituted 
60.5  per  cent  of  the  total  national  advertising  in  newspapers  in 
these  cities  (49  cities  of  the  United  States)  in  1927."  ^  The  dis- 
tribution of  advertising  in  32  American  magazines  was  in  1927  as 
follows : 

Magazine  Advertising  Percentage  Distribution,  1927 ' 

Automotive 8.88  per  cent 

Automotive  accessories,  parts,  and  supplies  8.49  per  cent 

Beverages 1.36  per  cent 

Candy  and  gum 1.40  per  cent 

Electrical  and  radio 3.84  per  cent 

Food 15.33  per  cent 

Heating 1-81  per  cent 

Household 8.70  per  cent 

Jewelry  and  silverware 2.37  per  cent 

Lubricants  and  fuel  oils 2.08  per  cent 

1  M.  T.  Copeland,  in  Recent  Economic  Changes  in  the  United  States,  1929,  p.  402. 
*  Op.  cit.,  p.  415.  ^  Op.  cit.,  p.  415. 
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Musical  instruments 1.35  per  cent 

Office  equipment  and  supplies 1.96  per  cent 

Paints  and  varnishes 2.27  per  cent 

Shoes 1.87  per  cent 

Smoking  materials 1.14  per  cent 

Soaps  and  cleansers 4.93  per  cent 

Textiles 1.14  per  cent 

Toilet  goods 9.90  per  cent 

Men's  wearing  apparel 0.96  per  cent 

Women's  wearing  apparel 1.93  per  cent 

Other  goods  and  services 18.29  per  cent  ~, 

\ 

Much  more  might  be  written  about  demand.     The  circumstances    \ 
which  determine  people's  purchases  :  custom,  tradition,  education,       j 
fashion,     individual    peculiarities,     sudden    whims,     selfishness,       I 
altruism,  patriotism,  religion  —  all  this  furnishes  an  interesting     / 
field  of  study.     Equally  interesting  is  the  subject  of  the  creation  j 
or  modification  of  demand,  not  only  by  business  men  through 
advertising,  salesmanship,  etc.,  but  also  by  "  reformers  "  through 
education,  religion,  and  public  appeal  of  various  sorts,  or  by  laws 
forbidding  some  purchases  (as  alcoholic  liquors)  and  compelling 
others  (as  automobile  license  plates  and  bathing  sui;^).     On  the 
foundation  of  the  brief  analysis  of  human  wants  already  presented 
could  be  built  an  interesting  study  of  how  each  want  works  itself    \^ 
out,  in  correspondence  and  in  competition  with  other  wants,  in  the     \ 
demand  for  particular  goods ;  but  these  excursions  are  not  within  / 
the  scope  of  this  elementary  treatise. 

EXERCISES 

Note  :  For  convenience  in  constructing  all  kinds  of  charts  and  graphs,  the 
student  is  advised  to  obtain  a  pad  of  paper  specially  ruled  in  small  squares. 

1.  Draw  up  an  assumed  schedule  of  the  demand  for  coffee  on  a  certain  day 
in  a  small  to'WTi. 

2.  How  did  you  determine  the  highest  price  and  the  lowest  price  in  the 
schedule  of  the  previous  exercise? 

3.  Construct  the  demand  curve  corresponding  to  the  schedule  of  exercise  1. 

4.  Take  any  point  on  the  demand  curve  of  exercise  3,  and  draw  its  ordi- 
nate and  its  abscissa.     Exactly  what  does  each  represent  ? 

5.  Take  any  point  on  the  demand  curve  of  exercise  3  which  does  not  cor- 
respond to  one  of  the  prices  in  the  schedule.  Find  the  quantity  that  buyers 
would  presumably  take  at  the  price  corresponding  to  this  point. 

6.  State  and  explain  the  law  of  demand.  Why  does  the  demand  curve  nor- 
mally slope  downward  as  we  go  from  left  to  right? 
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7.  Draw  graphs  to  illustrate  the  examples  of  vertical  demand  curves  men- 
tioned in  the  text. 

8.  A  city  calls  for  bids  to  furnish  it  200  fire  hydrants  of  a  peculiar  type 

A   nowhere  else  used.     Draw  the  appropriate  demand  curve.     What  determines 
the  two  extremities  of  this  curve  ? 

9.  Does  the  schedule  for  Family  A  on  page  256  contradict  the  principle 
1.          of  diminishing  marginal  utility?     Explain. 

«\  I         10.    Name  five  articles  which  you  would  suppose  would  have  an  elastic 
X    purchase  and  explain  each. 


CHAPTER  XIII  ^ 

COST  OF  PRODUCTION 

The  dififerent  viewpoints  of  buyers  and  sellers.  The  buj-ers 
of  goods  are  either  the  consumers,  who  seek  goods  to  satisfy  their 
wants,  or  the  producers,^  who  buy  in  order  sooner  or  later  to  sell 
either  to  consumers  or  to  other  producers.  In  any  case  the 
goods  finally  reach  the  consumers,  and  it  is  this  last  exchange  which 
is  the  fundamental  one  for  the  study  of  the  demand  side  of  the 
forces  determining  price.  The  demand  of  manufacturers  and 
dealers  is  not  the  ultimate  demand ;  it  is  an  indirect  or  reflected 
demand,  arising  from  the  demand  of  the  "  ultimate  consumers." 
In  seeking  the  causes  back  of  demand  therefore  we  were  justified  in 
passing  over  the  demand  of  the  producers  in  order  to  give  our 
attention  to  the  causes  which  determine  the  demand  of  those  who 
seek  goods  to  satisfy  their  own  wants.  When  now  we  turn  to  the 
study  of  supply,  we  meet  at  the  outset  the  important  fact  that  in 
general  there  is  no  corresponding  class  of  sellers  who  are  parting 
with  goods  which  might  satisfy  their  own  wants.  Practically  all 
selling  is  by  producers,  not  by  users. 

Of  course  there  are  exceptions.  Financial  reverses  or  other 
changes  in  personal  or  family  circumstances  sometimes  lead  people 
to  sell  their  personal  effects,  thus  depriving  themselves  of  their  use 
in  order  to  de\ote  the  money  received  to  the  satisfaction  of  more 
urgent  wants.  Quite  similar  is  the  case  of  goods  which  are  not 
capable  of  reproduction,  such  as  rare  postage  stamps,  first  editions 
of  books,  antique  furniture,  paintings  by  old  masters,  and  all 
articles  which  are  desired  on  account  of  some  peculiar  association 
or  quality  which  cannot  be  reproduced.     When  any  such  thing  is 

1  The  term  producers  includes  of  course  merchants  and  all  others  who  have  a  part 
in  the  productive  process. 
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offered  for  sale,  someone  must  have  been  prepared  to  give  up  Its 
use  in  order  that  the  purchaser  may  enjoy  it.  The  supply  in 
these  cases  is,  like  demand,  largely  based  on  marginal  utility  — 
i.e.,  to  the  sellers  —  coupled  with  the  sellers'  judgment  as  to  what 
prices  buyers  are  likely  to  offer.  These  are  obviously  exceptional 
cases,  not  representative  of  the  ordinary  run  of  sales.  Our  atten- 
tion will  be  chiefly  devoted  to  those  goods  which  are  being  currently 
reproduced  or  are  at  least  capable  of  reproduction. 

For  goods  in  general  there  is  thus  an  important  difference 
between  the  ultimate  buyers  and  the  sellers.  The  purchaser  buys 
a  set  of  golf  clubs  in  order  to  play  the  game.  The  merchant  who 
sells  him  the  clubs  is  not  thereby  giving  up  his  opportunity  to  play 
golf,  and  the  estimate  he  places  upon  the  clubs  has  nothing  to  do 
with  the  pleasure  of  playing  golf.  Thg_principle  of  marginal  utility 
is  not  the  guide  to  the  seller's  conduct.^ 

The  retail  dealer,  from  whom  the  consumer  buys,  is  in  the  busi- 
ness of  selling  goods  for  a  profit.  His  profit  depends  on  the  one 
hand  upon  the  prices  at  which  he  is  able  to  sell  his  goods  and  on  the 
other  hand  upon  the  prices  he  has  to  pay  for  goods,  for  wages,  for 
interest,  and  for  other  items  in  the  cost  of  conducting  his  business. 
These  are  the  facts  that  determine  his  conduct  in  relation  to  price, 
and  the  same  is  true  of  the  wholesaler,  the  jobber,  the  manufac- 
turer, the  farmer,  and  all  other  persons  engaged  in  the  various  steps 
of  production  from  the  extraction  of  the  raw  material  to  the  delivery 
of  the  finished  good  to  the  final  consumer.  Each  of  these  is  a 
seller  of  goods  or  services,  and  it  is  from  them  that  the  supply 
comes. 

Business  costs  and  the  lower  limit  to  price.  Since  business  men 
are  engaged  in  production  for  the  sake  of  profits,  they  will  not, 
if  they  can  help  it,  offer  their  products  for  sale  except  at  prices  at 

1  It  is  true  that  we  must  finally  push  our  analysis  of  the  selling  side  of  the  market 
back  through  the  actual  sellers  to  the  "ultimate  producers,"  corresponding  to  the 
ultimate  consumers  on  the  buying  side.  All  costs  thus  reduce  themselves  to  labor 
cost  and  the  cost  of  waiting  for  future  income,  and  we  come  finally  to  a  principle 
of  "marginal  disutility  of  labor,"  somewhat  analogous  at  least  to  the  principle  of 
marginal  utility  of  goods.  This  analysis  will  be  undertaken  later,  in  connection 
with  the  study  of  wages,  profits,  and  interest.  It  must  wait  however  till  we  have 
disposed  of  our  present  problem,  which  has  to  do  with  the  forces  which  immediately 
control  the  actual  sellers  of  goods. 
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least  high  enough  to  cover  all  their  costs.  The  producer  who  is 
unable  in  the  long  run  to  cover  his  costs  will  sooner  or  later  give  up 
and  retire  from  the  business.  And  it  must  be  recognized  that 
^among  the  costs  of  busmess  must  be  included  a  reward  for  the 
entrepreneur's  own  labor  of  management.  This  is  clear  enough 
when  the  manager  is  a  hired  employee  of  the  owner  of  the  business 
who  himself  takes  no  active  part  in  its  conduct.  But  it  is  no  less 
true  of  the  entrepreneur  who  manages  his  own  business.  The 
entrepreneur  generally  has  before  him  the  two  alternatives  of  con- 
tinuing to  run  his  own  business  or  of  hiring  out  to  an  employer. 
His  choice  will  ordinarily  depend  upon  the  relation  between  the 
wages  or  salary  which  he  could  obtain  as  a  hired  worker  and  the 
money  that  accrues  to  him  from  his  business.  Unless  the  latter 
is  in  the  long  run  at  least  as  great  as  the  wages  or  salary  he  could 
command,  the  business  man  will  ordinarily  not  continue  as  an 
independent  producer.  Production  cannot  be  carried  on  under 
our  present  economic  system  without  the  services  of  the  business 
manager.  Tjiejainimum  reward  required  to  induce  him  to  per- 
form his  function  is  therefore  just  as  much  a  necessary  cost  of  pro- 
duction as  the  wages  of  laborers  or  any  other  cost.  This  minimum 
is  sometimes  called  "  wages  of  management,"  to  indicate  that  this 
part  of  the  income  of  a  business  man  is  only  what  he  could  pre- 
sumably earn  as  salary  or  wages  if  he  should  choose  to  work  for  an 
employer  instead  of  running  his  own  business.  Whatever  gain  he 
may  receive  above  this  minimum  is  called  "  profits."  Hereafter  in 
speaking  of  costs  of  production  it  will  be  understood  that  we 
include  "wages  of  management,"  whether  received  by  paid  man- 
agers or  independent  entrepreneurs. 

The  upper  limit  to  price  under  competition.  The  costs  of 
production  thus  set  a  minimum  below  which  producers  will  not  in 
the  long  run  offer  to  sell  their  products.  Of  course  producers 
would  gladly  receive  and  will  generally  seek  to  obtain  prices 
higher  than  this  minimum.  Are  they  restrained  by  a  correspond- 
ing upper  limit  to  price  ?  The  answer  will  depend  upon  whether 
production  is  carried  on  under  conditions  of  competition  or  of 
monopoly.     Competition  i^  the  effort  of  two  or  more  sellers  to  sell  to 
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tJie  same  person  or  persons,  each  seller  acting  independently  in  his  own 
interest  witlwut  regard  to  the  interests  of  other  sellers}  There  is 
competitive  production  of  a  commodity  or  service  when  two  or  more 
independent  producers  are  engaged  in  its  production  in  competition 
with  one  another.  In  the  present  chapter  attention  will  be  devoted 
to  supply  under  conditions  of  competitive  production.  Monopoly 
will  be  investigated  in  a  later  chapter. 

Let  us  assume  that  several  competing  bakeries  are  offering  bread 
to  the  consumers  of  a  certain  community.  For  simplicity  we  may 
assume  that  the  size  of  loaf  and  the  quality  of  the  bread  are  prac- 
tically uniform,  and  we  may  further  assume  that  the  cost  of  pro- 
duction is  practically  the  same  for  all  the  bakeries.^  This,  accord- 
ing to  our  present  analysis,  sets  the  limit  below  which  bread  will 
not  in  the  long  run  be  sold ;  what  we  are  now  seeking  is  the  upper 
limit.  Each  baker  is  striving  to  make  his  profits  as  large  as  possi- 
ble, which  he  may  accomplish  either  by  a  high  price  or  large  sales. 
The  effect  of  charging  a  high  price  however  is  to  drive  customers 
away  to  rival  bakers  whose  prices  are  not  so  high,  whereas  the  one 
best  way  to  increase  sales  is  to  offer  lower  prices  than  are  offered 
by  one's  rivals.  Each  competing  producer  thus  finds  himself 
impelled,  in  the  struggle  to  hold  and  increase  his  trade,  to  make  his 
price  as  low  as  possible  while  still  covering  all  his  costs.  Any  pro- 
ducer who  persisted  in  offering  goods  only  at  prices  materially 
above  the  cost  of  production  would  find  his  customers  leaving  him 
and  would  ultimately  be  forced  out  of  business. 

Price  governed  by  cost.  Under  the  s_puT  of  competition  there- 
fore cost  of  production  sets  not  only  the  minimum  limit  but  also 
the  maximum  limit  to  the  prices  at  which  producers  will  in  the  long 
run  offer  their  products  for  sale,  and  we  arrive  at  the  generalization 
that  producers  will  ofFer  goods  and  services  at  prices  which  in  the 
long  run  will  tend  to  be  equal  to  the  cost  of  production.  In  the 
development  of  this  conclusion  we  have  had  before  us  principally 

1  This  is,  obviously,  competition  of  sellers,  and  there  may  be  also  competition 
of  buyers,  with  an  analogous  definition.  The  latter  concept  is  however  seldom 
employed,  and  where  the  term  competition  is  used  without  qualifying  words, 
competition  of  sellers  is  to  be  understood. 

2  The  full  meaning  and  import  of  this  assumption  will  come  in  for  discussion 
later  in  this  chapter. 
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the  manufacturer.  But  it  will  be  recognized  that  the  argument 
is  equally  applicable  to  the  farmer,  the  miner,  the  wholesale 
dealer,  the  retailer,  and  to  every  person  engaged  in  the  long  and 
intricate  process  of  production  from  the  extraction  of  the  raw 
material  till  the  finished  product  is  delivered  to  the  final  consumer. 
Each  entrepreneur  must  in  the  long  run  charge  prices  high  enough 
to  cover  his  costs,  including  his  minimum  wages  of  management ; 
and  no  entrepreneur  in  the  whole  series  can  in  the  long  run  demand 
prices  materially  above  the  costs  of  production,  always  assuming 
that  substantially  unrestricted  competition  prevails. 

Prices  not  fixed  by  cost  of  existing  goods.  But  the  cost  of  pro- 
duction to  which  reference  is  here  made  is  not  past  cost  already 
incurred.  It  is  evident  that,  at  any  given  time,  a  product  will  not 
necessarily  be  offered  for  sale  for  what  it  cost  to  produce  it.  This  is 
obviously  true  of  the  whole  group  of  non-reproducible  goods.  A 
rare  postage  stamp  sells  without  any  reference  to  its  cost  of  pro- 
duction, as  does  also  a  painting  of  a  famous  old  master  or  a  rare 
and  beautiful  piece  of  antique  furniture.  Such  things  will  be 
offered  only  at  prices  far  above  their  cost.  On  the  other  hand  a 
painting  by  a  past  nonentity  may  be  offered  for  a  good  deal  less 
than  it  cost  to  produce  it. 

The  proposition  is  also  true  of  reproducible  goods.  Suppose 
a  new  invention  has  greatly  reduced  the  cost  of  making  a  certain 
product.  Producers  and  dealers  will  generally  find  it  impossible 
to  dispose  of  all  their  goods  on  hand  at  a  price  equal  to  what  it  cost 
to  produce  the  existing  stocks.  The  fact  that  the  stock  may  now 
be  replenished  at  a  lower  cost  will  lead  competing  producers  to 
offer  the  product  at  a  price  related  to  the  new  cost  of  production. 
Those  who  are  stocked  up  will  find  themselves  compelled  to  offer 
their  stocks  at  the  new  price.  On  the  other  hand  consider  the 
case  of  a  change  which  increases  the  cost  of  a  certain  commodity, 
such  as  a  rise  in  freight  rates  or  an  agreement  fixing  a  higher  scale  of 
wages.  There  will  now  be  a  new  and  higher  cost  scale  governing 
all  future  production.  Those  who  have  stocks  of  the  commodity 
on  hand,  knowing  that  they  cannot  be  replenished  except  at  a 
greater  cost,  will  not  be  likely  to  go  on  offering  the  commodity  for 
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sale  at  a  price  just  covering  the  old  cost  of  production.  They 
will  find  that  they  can  get  a  price  governed  by  the  new  cost  even  for 
those  articles  which  were  produced  at  the  former  lower  cost,  and 
this  will  control  the  supply  offered  by  them. 

Future  cost  controls.  Producers,  in  deciding  the  prices  at 
which  they  will  offer  goods,  are  therefore  controlled  by  future  costs 
of  reproduction  and  very  little,  if  at  all,  by  the  past  costs  at  which 
existing  stocks  were  produced.  Of  course 'no  wise  producer  closes 
his  eyes  to  the  past  or  present  scale  of  costs,  and  if  there  appears 
no  reason  to  anticipate  a  change  in  the  near  future,  supply  is 
apparently  determined  on  the  basis  of  past  costs.  But  that  is 
simply  because  costs  already  experienced  have  turned  out  to  be 
the  same  as  the  later  sales  price,  and  it  is  only  as  an  indication  of 
what  future  costs  may  be  expected  to  be  that  past  or  present  costs 
enter  into  the  problem.  In  making  offers  for  future  delivery, 
business  men  are  governed  by  their  estimates  of  future  conditions 
of  production  and  future  costs,  and  the  selling  prices  at  which 
they  thus  arrive  will  generally  determine  also  the  prices  at  which 
existing  stocks  will  be  offered. 

In  spite  of  the  logic  of  this  conclusion,  the  reader  may  possibly 
find  it  hard  to  give  up  the  notion  that  manufacturers  and  dealers, 
through  their  systems  of  cost  accounting,  do  fix  the  prices  of  their 
products  on  the  basis  of  what  it  cost  to  produce  them  plus  a  pre- 
determined rate  of  profit.  Cost  accounting  does,  it  is  true,  have  its 
effect,  particularly  when,  cost  conditions  being  for  the  time  com- 
paratively stable,  there  appears  no  reason  to  expect  that  future 
costs  will  be  materially  different  from  those  of  the  immediate  past. 
But  the  final  authority  of  future  costs  is  not  overthrown,  as  a 
careful  analysis  of  the  "  load  "  added  for  profits  will  often  disclose. 

No  system  of  cost  accounting  will  long  prevent  producers  from 
taking  advantage  of  changed  conditions  which  enable  them  to 
make  more  than  the  usual  or  expected  profit  on  existing  stocks, 
as  they  did  for  example  in  the  boom  period  of  rising  prices  that 
culminated  in  1920.  And  by  the  same  token  producers  cannot, 
by  the  simple  device  of  fixing  their  selling  prices  on  the  basis  of 
"  cost  plus,"  avoid  selling  existing  stocks  at  a  loss  when  changed 
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conditions  lower  the  scale  of  future  costs.  On  one  occasion  a 
reduction  of  the  wholesale  price  of  gasoline  led  the  retail  sellers 
in  New  Haven  to  lower  their  price  from  twenty-eight  to  twentj'-six 
cents.  One  dealer  however  persisted  in  holding  to  the  former  price. 
When  questioned  about  it,  he  replied  that  he  could  not  without 
loss  reduce  his  selling  price  till  he  had  disposed  of  his  existing 
stock  purchased  at  the  higher  wholesale  price.  Of  course  the 
result  was  to  drive  trade  to  his  competitors  and  to  cause  him  a 
greater  loss  on  new  business  sacrificed  than  he  would  have  incurred 
by  selling  his  existing  stock  at  the  new  price  regardless  of  its  past 
cost. 

Conclusion  and  qualifications.  We  thus  reach  the  conclusion 
that  the  supply  of  producible  goods  is  governed  by  cost  of  pro- 
duction, meaning  expected  future  cost  rather  than  past  cost. 
Of  course  there  are  exceptions.  A  change  in  fashion  may  leave  a 
stock  of  some  article  for  which  there  is  now  little  use  and  of  which 
there  will  be  no  further  production.  A  search  through  the  barns 
and  carriage  houses  of  the  United  States  would  disclose  many  an 
old-time  sleigh.  Sleighing  has  pretty  much  gone  out  of  fashion, 
and  the  fact  that  a  sleigh,  still  in  good  condition,  might  now  cost 
three  hundred  dollars  to  reproduce  will  not  enable  its  owner  to  get 
any  such  price  for  it.  He  would  gladly  offer  it  for  sale  at  a  price 
far  below  its  cost.  Dealers  sometimes  find  themselves  with  unsold 
stocks  which  cannot  be  held  over  and  which  they  offer  at  "  sacri- 
fice "  prices  having  no  relation  either  to  past  or  future  costs  of 
production.  A  panic  or  industrial  crisis  may  cause  sales  at  less 
than  cost  of  reproduction.  On  the  other  hand,  an  unexpected 
demand  for  some  commodity  by  persons  who  will  not  wait  for  future 
production  may  enable  the  fortunate  dealers  to  offer  their  limited 
stocks  at  exorbitant  prices  without  regard  to  cost.  But  these  are 
the  exceptional  cases,  and  they  do  not  diminish  the  significance  of 
the  general  principle  that  in  the  long  run  future  cost  of  production, 
as  visualized  by  the  entrepreneurs,  controls  supply. 

Analysis  of  cost.  Our  next  task  is  to  obtain  a  definite  idea  of 
the  meaning  of  unit  cost  of  production.  For  this  a  careful  analysis 
of  cost  is  required.     Let  us  suppose  that  a  certain  manufacturer  is 
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producing  shoes,  using  a  plant  (land,  factory,  machinery,  etc.), 
which  cost  $1,000,000.  The  interest  on  this  capital  is  of  course  one 
of  the  elements  in  the  cost  of  producing  shoes.  It  is  obvious  that, 
this  sum  having  once  been  invested  in  the  plant,  the  interest  will  go 
on  indeJBnitely,  without  regard  to  the  number  of  shoes  produced. 
Indeed  the  interest  will  continue  though  no  shoes  at  all  are  pro- 
duced; it  cannot  be  escaped  even  by  closing  down  the  factory. 
Even  if  this  particular  owner  should  escape  by  selling  the  plant, 
the  purchaser  would  have  to  assume  the  burden.  There  is  another 
group  of  costs  whose  amount  has  little  or  no  dependence  upon  the 
number  of  shoes  produced ;  this  group  includes  such  costs  as  the 
salaries  of  the  principal  officers  and  department  managers  of  the 
factory,  the  payments  for  insurance,  for  lighting  and  heating  the 
factory,  etc.  These  costs  are  unlike  the  interest  on  capital  however 
in  that  they  would  generally  cease  if  the  plant  were  closed  down. 
Finally  there  are  costs  which  are  related  closely  to  the  quantity  of 
the  product,  so  that  their  amount  varies  almost  if  not  quite  in 
proportion  to  the  amount  produced.  Thus  the  cost  of  leather  and 
other  materials,  wages,  and  certain  otHer  costs  will  vary  according 
to  the  number  of  shoes  produced  by  the  factory. 
Production  costs  may  be  classified  as  follows; 

\  1.    Fixed  costs:    (a)  interest,  (b)  other  fixed  costs 
V2.    Variable  costs. 

The  fixed  costs  are  those  whose  amount  does  not  vary  with  the 
quantity  of  goods  produced ;  they  are  subdivided  into  (a)  interest 
on  the  capital  invested,  which  is  permanently  sunk  in  the  enter- 
prise and  must  be  borne  indefinitely  even  though  the  business 
should  be  shut  down,  and  (b)  other  fixed  costs,  which  would  not 
have  to  be  incurred  if  the  business  were  given  up,  but  whose 
I  amount  has  little  or  no  relation  to  the  amount  of  the  output. 
'Variable  costs  are  those  whose  amount  varies,  approximately  at 
least,  in  proportion  to  the  amount  of  goods  produced. 

A  numerical  example  will  help  us  to  arrive  at  the  relation  between 
these  several  groups  of  costs  and  the  total  cost  of  production  per 
unit  of  product.    Returning  to  our  example  of  a  shoe  factory  with 
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$1,000,000  of  capital  invested  in  plant,  let  us  assume  that  the 
annual  interest  charge,  at  6  per  cent,  is  S60,000.  Let  us  assume 
further  that  the  other  fixed  costs  are  $450,000  a  year  and  that  the 
variable  costs  are  $3  per  pair  of  shoes  produced.  What  will  be  the 
total  cost  of  making  a  pair  of  shoes?  Evidently  it  will  depend 
upon  the  number  of  pairs  produced.  The  following  table  shows 
the  results  of  three  separate  assumptions  as  to  the  output : 

Cost  of  Producing  a  Pair  op  Shoes  C^Ja"^ 

First  case  Second  case            Third  case  ,        ^ 

Amount  of  product  500,000  prs.       1,000,000  prs.  2,000,000  pfa.  {^^^^►'^^ 

Interest                                    $      60,000  $      60,000  $      60,000    )     JTJZ 

Other  fixed  costs                          450,000  450,000                 450,000    (     ^"^"'^'^^ 

Variable  costs  ($3  a  pair)         1,500,000  3,000,000  6,000^000    \ 

Total  costs                       $2,010,000  $3,510,000  $6,510,000    ] 

Average  cost  per  pair             $4.02  $3.51                    $3,2fiL/ 

It  should  be  especially  noted  here  that  this  example  does  not 
represent  a  historical  sequence ;  it  sets  forth  rather  the  results  of 
three  possible  assumptions  as  to  the  quantity  that  might  be 
produced  at  any  given  time.  The  illustration  brings  out  with 
clearness  the  principle  that,  under  these  assumptions,  the  average 
unit  cost  of  production  varies  inversely  with  the  amount  produced. 
The  reason  is  simple  enough ;  i.e.,  since  the  interest  and  other  fixed 
costs  are  constant  in  amount,  the  part  of  such  costs  assigned  to  each 
unit  becomes  successively  less  as  the  number  of  units  increases. 
There  is  within  limits  a  general  tendency  for  the  unit  cost  of 
production  of  each  producer  to  decrease  as  he  is  able  to  increase 
his  product. 

As  a  practical  example  of  this  principle,  the  following  incident  is 
pertinent : 

"  A  substantial  reduction  in  the  contract  price  of  newsprint  paper 
is  to  be  announced  shortly  by  the  International  Paper  Co.  This 
reduction  is  a  result  of  the  International  having  secured  a  contract 
from  the  Hearst  interests  for  a  large  tonnage  to  be  delivered  over  a 
period  of  several  years  at  a  price  below  the  present  price.  This 
may  stabilize  the  newsprint  market,  which  has  been  threatened 
with  collapse  for  some  time  because  of  the  failure  of  consumption  to 
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keep  pace  with  the  heavy  increase  in  production  capacity.  The 
general  impression  is  that  the  new  lower  price  shortly  to  be  an- 
nounced by  International  will  so  reduce  the  profit  margin  for  other 
producers  that  further  attempts  to  erect  additional  newsprint 
machines  will  be  discouraged.  The  mills  are  now  operating  at 
about  80%  capacity."  ^  The  effect  of  the  Hearst  contract  on  the 
International  Paper  Company's  cost  of  production  was  thus : 
Former  price,  $60.00  per  ton ;  production  600,000  tons  per  year. 
New  price  $52.00  per  ton ;  production  750,000  tons  per  year. 
The  limit  to  reduction  of  unit  cost.  But  there  is  a  very  definite 
limit  to  this  tendency.  In  our  illustration  one  million  pairs  of 
shoes  could  be  produced  more  cheaply  per  pair  than  half  a  million, 
and  two  million  pairs  more  cheaply  than  one  million.  But  it  does 
not  follow  that  there  would  be  further  reduction  for  three,  four 
ten,  twenty  million  pairs.  Evidently  when  half  a  million  pairs 
were  made,  the  plant  and  the  services  for  which  fixed  costs  were 
incurred  were  not  being  fully  utilized ;  otherwise  it  would  not 
have  been  possible  to  increase  the  output  to  a  million  pairs  and 
then  to  two  millions  with  the  same  plant  and  the  same  general 
services.  Sooner  or  later,  if  production  is  continuously  increased, 
the  time  must  come  when  plant  and  general  services  are  fully 
utilized.  Further  increase  in  the  product  will  require  additional 
investment  in  plant  and  will  also  require  an  increase  in  the  st. 
of  executive  officers,  etc.  This  will  mean  an  increase  in  inter 
and  other  fixed  costs,  and  so  in  the  total  cost  per  unit.  When 
the  capital  investment  and  the  executive  staff  are  increased,  the 
increase  will,  at  the  start,  almost  certainly  be  greater  than  suflBcient 
to  care  for  the  increased  product  which  can  be  immediately  sold. 
Therefore  there  will  again  be  a  situation  of  unutilized  plant,  with 
the  possibility  of  another  succession  of  reductions  in  unit  cost  as 
output  is  further  increased.  This  tendency  may  be  illustrated 
by  a  curve,  as  in  Figure  8.  The  ordinates,  such  as  ab,  measure 
the  average  cost  of  producing  one  unit  when  the  number  of  units 
produced  is  measured  by  the  corresponding  abscissas,  as  cb.  When 
the  quantity  reaches  Od,  the  enterprise  is  fully  utilized,  and,  imme- 

1  Barron's,  Nov.  5,  1928,  page  11. 
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diately  after  the  plant  has  been  enlarged,  the  unit  cost  shoots  up  as 
measured  by  df,  followed  by  another  period  of  decline,  and  so  on 
with  each  increase  in  the  enterprise. 


Fig 


Now  the  reader  will  recall  that  there  is  in  many  lines  of  industry 
a  gain  in  efficiency  from  large  scale  production.  It  is  likely  there- 
fore that  after  the  enlargement  of  the  enterprise  the  unit  cost  of 
production  will  decline  to  a  lower  point  than  was  reached  when  the 
plant  was  previously  fully  utilized.  Returning  to  the  diagram, 
gh  is  likely  to  be  less  than  de.  BjiL-this^illJio.t. ordinarily  go  on 
indefinitely,  since  there  is  in  most  lines  at  least  a  limit  to  the  size 
of  the  business  unit,  beyond  which  efficiency  declines.  In  large 
enterprises'," this' nmit  may  frequently  be  reached  while  the  physical 
equipment  is  still  not  completely  utilized.  The  laboring  force  may 
become  too  large  and  unwieldy,  and  wage  costs  may  be  rising,  and 
managerial  efficiency  may  decline  through  inability  to  cope  with  the 
problems  of  an  overgrown  business.  These  are  applications  of 
principles  investigated  in  our  earlier  study  of  the  subject  of  large 
scale  production.^  Referring  again  to  our  example,  we  may  assume 
that  a  business  unit  sufficient  to  produce  the  quantity  oj  is  the 
maximum  size  for  efficiency.  When  this  plant  is  fully  utilized  or, 
if  the  plant  has  been  built  beyond  this  size,  even  before  it  is  fully 
utilized,  any  further  attempt  to  increase  the  product  will  be  accom- 
panied by  increased  unit  cost  (note  that  the  curve  in  Figure  8 
ascends  after  the  point  k) . 

When  all  the  producers  in  any  industry  are  in  this  state ;  i.e., 
with  enterprises  of  the  size  of  maximum  efficiency  and  plants 
generally  fully  utilized,  the  limit  to  the  advantages  of  large  scale 

1  See  Chapter  "VII. 
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production  has  been  reached.  When  however  we  mquire  how  soon 
this  Hmit  is  reached  and  what  follows  it,  we  shall  find  fundamentally 
different  results  of  great  practical  import,  depending  upon  the 
type  of  industry  concerned. 

Decreasing  costs.  In  certain  lines  of  industry  the  limit  appears 
still  not  to  have  been  reached.  The  business  unit  of  maximum 
efficiency  is  an  enormous  organization,  and  we  have  a  few  huge  con- 
cerns, "  trust,"  combinations,  etc.,  each  with  a  very  great  output. 
Under  such  conditions  frequent  additions  to  the  plant  of  any 
particular  concern  may  be  possible,  additions  which  may  involve 
the  investment  of  millions  or  hundreds  of  millions  of  dollars  of 
capital.  And  the  existence  of  large  business  units  not  fully  utilized 
may  be  quite  common  and  may  long  persist.  Demand  for  an 
increased  product  may  be  met  by  the  existing  enterprises  and  at 
continually  decreasing  unit  costs.  In  this  company  we  find  the 
railroads,  the  telephone  and  telegraph  industries,  and  certain  lines 
of  manufacture  and  trading.  Production  in  such  case  is  said  to  be 
conducted  under  conditions  of  decreasing  costs. 

Increasing  costs.  For  industry  in  general,  as  we  have  learned, 
there  are  rather  definite  limits  to  the  extension  of  large  scale  pro- 
duction. Sooner  or  later  the  losses  begin  to  overtake  the  gains, 
and  the  overgrown  enterprise  becomes  unwieldy  and  uneconomical. 
In  agriculture  generally  and  in  many  if  not  most  lines  of  industry, 
the  huge  trust  or  combination  has  not  proved  to  be  most  economi- 
cal. A  large  number  of  business  units  of  varying  sizes  is  the 
normal  condition.  In  general  each  plant  may  be  presumed  to  be 
fully  utilized  or  approximately  so.  Where,  under  these  conditions, 
there  comes  the  need  of  increased  production,  the  addition  cannot 
be  provided  by  existing  concerns  at  decreased  unit  costs.  It  can 
come  only  from  (1)  an  increased  output  of  the  existing  concerns  at 
greater  unit  c.03t*-QX-42)-ih£~starting  up  of- new,exi,terprises. 

In  agriculture  is  to  be  found  the  clearest  illustration  of  this 
situation.  After  the  early  stage  of  abundant  fertile  land,  which 
has  long  since  been  passed  in  every  well-settled  community,  a  large 
number  of  comparatively  small  farms  has  generally  proved  to  be  the 
organization  of  maximum  efiiciency,  and  the  farms  normally  have 
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their  plants  fully  utilized.  Increasing  the  product  of  the  existing 
farms  means  that  more  laborers  must  be  employed  per  acre,  more 
capital  must  be  invested  in  the  form  of  buildings,  farm  machinery, 
tools,  drainage  systems,  etc.,  more  must  be  spent  on  fertilizers,  and 
so  on.  All  this  means  an  increased  cost  per  unit  of  product.  On 
the  other  hand,  there  is  only  a  limited  amount  of  idle  land  avail- 
able, and  this  land  is  of  inferior  quality  to  that  now  used ;  other- 
wise it  would  be  already  in  use.  New  farms,  because  of  the  inferior- 
ity of  the  lands,  will  from  the  beginning  have  to  be  operated  at 
higher  costs  than  prevail  on  the  existing  farms.  Since  either  means 
of  obtaining  an  increase  in  agricultural  products  thus  involves 
increased  unit  cost,  both  will  be  resorted  to,  and  the  increase  will 
come  partly  from  the  cultivation  of  additional  inferior  lands  and 
partly  from  more  intensive  cultivation  of  the  lands  already  in  use. 
Similarly  in  mining  the  output  may  be  increased  only  through 
resorting  to  inferior  mines  and  through  working  existing  mines 
more  intensively  by  going  to  greater  depths,  taking  out  lower  grade 
ores,  installing  more  expensive  machinery,  and  in  other  ways  add- 
ing to  the  cost  for  capital  and  labor  more  than  in  proportion  to 
the  gain  in  output.  Similar  conditions  appear  in  lumbering,  fish- 
ing, and  all  the  extractive  industries  by  which  the  raw  products 
of  nature  are  obtained.  All  these  industries  are  thus  normally 
operated,  except  in  their  remote  earliest  stages,  under  what  is 
known  as  the  law  of  diminisking  returns  or,  what  is  the  same  thing, 
the  law  of  increasing  costs. 

In  other  lines  of  industry  land  does  not  play  the  same  pre- 
dominate role  as  in  the  extractive  industries,  and  it  is  a  much 
simpler  matter  to  start  up  new  enterprises  to  meet  the  demand  for 
an  increased  product,  thus  avoiding,  for  the  time,  the  increased 
costs  that  would  be  involved  in  pushing  existing  enterprises  be- 
yond the  stage  of  maximum  efficiency.  In  manufacture,  however, 
dependence  upon  raw  materials  (themselves  the  products  of  the 
extractive  industries)  tends  eventually  to  a  condition  of  increas- 
ing costs.  The  progressive  increase  of  fatigue  and  decrease  of 
efficiency  with  long  hours  of  labor  introduces  an  ever-present 
element  in  all  industry  tending  toward  increasing  costs.     In  most 
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lines  of  industry,  therefore,  the  condition  of  increasing  costs,  while 
not  so  obviously  inevitable  as  in  the  case  of  agriculture,  is  neverthe- 
less, at  any  given  time,  likely  to  be  invoked  by  any  great  increase 
in  the  demand  for  the  product. 

Constant  costs.  There  are  without  doubt  many  departments  of 
production  in  which  these  fundamental  tendencies  toward  increas- 
ing costs  may  be  for  a  long  time  comparatively  weak  or  non- 
operative,  with  the  result  that  industry  operates  under  conditions 
of  constant  cost,  meaning  that  at  any  given  time  the  product  of 
the  industry  as  a  whole  could  be  substantially  increased  without 
increase  in  marginal  cost.  T^  situation  requires  three  conditions  : 
(1)  there  is  no  advantage  in  large  scale  production,  (2)  no  large 
area  of  land  is  required,  and  (3)  the  cost  of  raw  materials  is  not  a 
substantial  element  of  cost.  The  plant  of  most  efficient  size 
is  comparatively  small.  Existing  business  enterprises,  having 
reached  the  state  of  maximum  efficiency,  may  leave  the  respon- 
sibility for  increased  product  to  new  concerns,  which  may  be  pre- 
sumed soon  to  be  able  to  produce  as  cheaply  as  those  already  in  the 
field.  Production  may  thus  be  pushed  far  without  material 
in^tease  in  unit  cost. 

This  condition  is^exemplified  by  those  enterprises  which  turn  oyt 
high  grade  products  not  capable  of  standardization,  such  as  the 
custom  tailors,  high  grade  furniture  makers,  etc.,  or  enterprises 
in  which  labor  is  the  predominant  element  of  cost,  as  iob^Ermting, 
or  where,  on  account  of  heavy  transportation  costs  of  either  the 
materials  or  the  finished  product,  the  industry  is  necessarily 
localized.  Increased  demand  for  men's  tailored  suits  would  prob- 
ably be  met  by  increasing  the  number  rather  than  the  size  of 
establishment,  and  without  increase  in  unit  cost.  Census  figures 
show  that  an  increase  in  the  value  of  the  product  of  commercial 
printing  establishments  in  the  United  States  from  650  million 
dollars  in  1921  to  773  millions  in  1925  was  accompanied  by  an 
increase  in  the  number  of  job  printing  establishments  from  9,758 
to  10,322.  The  value  of  face  bricks  manufactured  in  the  United 
States  was  39  million  dollars  in  1923  and  45  millions  in  1925 ;  this 
product  was  turned  out  by  392  establishments  in  1923  and  421  in 
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1925.  In  such  cases  as  these  it  may  fairly  be  assumed  that  at  any 
given  time  a  greater  demand  would  have  brought  forth  an  increased 
product  without  any  substantial  increase  in  cost. 

Summary.  It  is  hardly  necessary  to  remind  the  reader  that  all 
industry  may  not  be  classified  into  three  sharply  defined  groups  as 
above  described.  What  we  have  attempted  is  a  description  of  the 
three  types  of  relationship  between  amount  of  product  and  cost 
of  production  to  which  all  business  enterprise  tends  to  conform. 
Corresponding  classification  of  enterprises  would  result,  not  in 
sharply  defined  groups,  but  in  a  tendency  to  cluster  about  the 
several  types,  with  gradual  gradations  between  groups  like  the 
classification  of  men  as  dark  or  fair.  Moreover,  the  economic 
conditions  we  are  describing  are  not  static,  but  dynamic,  and 
individual  enterprises  and  whole  industries  are  subject  to  constant 
change  with  changing  conditions. 

These  distinctions  are  nevertheless  real,  and  they  are  a  vital  part 
of  the  structure  of  the  modern  economic  system.  In  agriculture 
and  the  other  extractive  industries,  the  status  of  increasing  costs  is 
well  nigh  universal  and,  under  present  conditions  at  any  rate, 
apparently  inevitable,  and  it  is  productive  of  the  most  profound 
results  upon  the  whole  economic  and  social  structure  of  the  modern 
world,  as  will  appear  even  more  clearly  later.  Taking  industry  as 
a  whole,  there  can  be  no  doubt  that  the  condition  of  increasing 
costs  is,  at  any  given  time,  the  most  general  and  the  most  fun- 
damental one.  At  the  same  time,  the  status  of  decreasing  costs  in 
certain  important  fields,  such  as  transportation  and  communica- 
tiohy  is  clearly  visible  and  productive  of  important  consequences, 
to  which  we  shall  have  to  give  further  attention.  And  finally 
there  is  a  not  inconsiderable  border  land  in  which  the  regime  of 
constant  costs  is  clearly  present  and  may  long  maintain  itself. 

Average  cost  and  marginal  cost.  Application  of  the  principles  of 
cost  of  production  to  the  problem  of  price  will  be  facilitated  by  the 
introduction  of  a  new  concept ;  namely,  marginal  cost,  by  which  is 
meant  the  additional  cost  occasioned  by  producing  the  last  unit  of 
any  given  number  -produced.  This  matter  may  be  given  concrete 
illustration  by  returning  to  the  example  of  the  shoe  factory  which 


Case  1 

Amount  of  product 

500,000  prs 

Interest 

$60,000 

Other  fixed  costs 

$450,000 

Variable  costs 

$1,500,000 

Total  cost 

$2,010,000 

Average  cost  per  pair 

$4.02 

Marginal  cost  per  pair 

$3.00 

292  ELEMENTARY   ECONOMICS 

has  already  served  us,  changing  the  assumption  m  one  respect ; 
i.e.,  by  considering  this  the  business  unit  of  most  efficient  size. 

Cost  rN^^ODucS??*"*'*^' 

Case  2 
1,000,000  prs. 

$60,000 

$450,000 

$3,000,000 

$3,510,000 

$3.51 

$3.00 

Referring  to  the  table  above,  we  note  that  when  the  factory 
makes  2,000,000  pairs  of  shoes  (case  3),  the  average  cost  is  S3.26. 
We  are  now  inquiring,  what  would  it  cost  to  add  one  pair  of  shoes 
to  the  product  ?  The  answer  is  obvious  :  since  no  change  would  be 
occasioned  in  either  the  interest  or  the  other  fixed  costs,  the 
only  additional  cost  would  be  the  S3. 00  of  variable  costs.  The 
marginal  cost  therefore  is  83.00,  as  it  has  been  from  the  start. 

Now  let  us  assume  that,  after  the  product  exceeds  2,000,000 
pairs,  the  variable  costs  increase,  let  us  say  at  the  rate  of  one  cent 
for  each  10,000  pairs,  while  other  costs  continue  unchanged. 
From  now  on  the  marginal  cost  is  gradually  increasing.^  The 
average  cost,  on  the  other  hand  continues  to  decline,  due  of  course 
to  the  decrease  per  pair  in  interest  and  other  fixed  costs,  which  for 
a  time  more  than  counteract  the  rise  in  variable  costs.  The 
decrease  in  average  cost  becomes  progressi\'ely  less  until  the 
average  co^  finally  reaches  a  minimum,  with  an  output  of  2,240,- 
000  pairs  (case  4).  Here,  approximately,  marginal  cost  and 
average  cost  are  equal,  and,  since  average  cost  is  at  the  lowest 
possible  figure,  this  is  the  output  which  represents  the  most  eco- 
nomical use  of  the  plant.  From  this  point  both  marginal  and 
average  costs  increase ;  the  former  however  increases  at  the  faster 
rate  and  is  therefore  continually  greater  than  the  average  cost. 
The  diagram  in  Figure  9  may  help  to  make  clear  the  nature  of 

>  The  reader  will  note  that  in  this  example  the  marginal  cost  is  the  same  as  the 
variable  costs,  simply  because  of  our  assumption  that  the  other  costs  are  constant. 
This  assumption,  as  to  the  other  fixed  costs,  is  obviously  artificial.  Under  another 
assumption,  marginal  cost  would  of  course  include  any  change  occasioned  in  any 
of  the  other  costs. 
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marginal  cost  and  the  relation  between  marginal  and  average  costs. 
The  two  cm"ves  mm'  and  cc'  represent  respectively  marginal  cost 

Ca-se  5 
2,300,000  prs. 

$60,000 

$450,000 

$6,946,500 

$7,456,500 

$3,242 

$3.30 

and  average  cost  for  a  concern  which,  for  the  sake  of  simplicity,  we 
assume  is  of  the  size  of  maximum  efficiency.  It  should  be  empha- 
sized that  the  diagram  represents,  not  a  historical  sequence,  but  the 


A  Pair  of  Shoes 

Cases 

Ca?e  4 

2,000,000  prs. 

2,240,000  prs 

$60,000 

$60,000 

$450,000 

$450,000 

$6,000,000 

$6,750,000 

$6,510,000 

$7,260,000 

$3.26 

$3,241 

$3.00 

$3.24 

Xnmber  of  Units  Produced 

Fig.  9 

present  state  of  affairs,  showing  the  result  of  producing  any  given 
number  of  units  as  measured  on  the  base  line.^ 

•  Both  curs-es  start  ver>-  high  at  the  left.  Indeed  it  is  impossible  to  draw  this 
part  of  either  curve  to  scale  and  keep  it  within  the  field  of  the  diagram.  If  only 
one  unit  were  produced,  that  unit  would  have  to  bear  the  entire  interest  and  other 
fixed  costs  of  the  concern  as  well  as  its  unit  variable  cost,  amoiinting  altogether  to 
several  thousand  dollars.  With  the  second  unit  produced,  marginal  cost  would 
drop  immediately  to  practically  the  unit  variable  cost,  while  average  cost  would  be 
about  half  what  it  was  for  one  unit.  Both  curves  thus  drop  rapidly  in  their  early 
parts  and  come  within  the  field  of  the  diagram  only  when  a  considerable  output 
has  been  attained.  These  initial  parts  of  the  curves  are  ob\^ously  of  no  practical 
significance. 
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Any  point  on  the  marginal  cost  curve,  as  a,  shows  by  its  ordinate, 
ab,  the  additional  cost  of  producing  one  unit  if  the  number  pro- 
duced were  as  measured  by  the  abscissa,  Ob ;  ab  then  is  the  mar- 
ginal cost  when  the  output  is  Ob.  Within  the  field  of  practical 
assumptions,  it  is  evident  that  the  additional  cost  of  one  unit  more 
is  practically  only  the  variable  costs  per  unit,  and  the  marginal 
cost  curve,  mm\  is  therefore  a  horizontal  line  until  the  point  where 
an  increase  in  quantity  produced  begins  to  increase  the  unit  vari- 
able costs,  when  the  curve  begins  to  ascend. 

The  curve  of  average  cost,  cc',  will  descend,  very  rapidly  at 
first,  more  slowly  later,  with  the  increase  in  the  number  of  units 
produced,  approaching  always  nearer  to  the  marginal  cost  curve 
while  the  latter  is  horizontal,  and  intersecting  it  soon  after  it  begins 
to  ascend.  At  the  point  of  intersection,  e,  the  average  cost  is  the 
same  as  the  marginal  cost,  and  thereafter,  while  both  curves  ascend, 
the  marginal  cost  is  always  greater  than  the  average  cost.  The 
point  e  is  what  we  have  called  the  point  of  complete  utilization  of 
plant,  where  efficiency  is  at  the  maximum  as  indicated  by  the 
minimum  average  cost.  Before  that  point  is  reached,  average 
unit  cost  is  high  because  not  enough  units  are  being  produced  to 
enable  the  plant  to  function  at  its  best.  Beyond  that  point, 
average  (as  well  as  marginal)  cost  increases  because  the  enterprise 
is  being  pushed  beyond  the  point  of  maximum  efficiency.  For 
example,  the  opinion  was  expressed  in  1929  that  a  slackening  in 
orders  in  the  machine  tool  trade  "  would  open  the  way  to  relief 
from  production  pressure  and  bring  an  opportunity  to  eliminate 
higher  costs  which  continuous  heavy  production  schedules  have 
brought.     Recent  demand  has  outrun  production."  ^ 

Unit  cost  and  selling  price.  It  is  evident  that,  before  his  organi- 
zation is  fully  occupied,  the  producer  cannot  avoid  loss  unless 
he  receives  a  price  at  least  equal  to  his  average  cost  and,  since  the 
average  cost  is  higher  the  fewer  units  he  turns  out,  he  cannot  sell 
at  any  given  price  unless  he  can  be  sure  of  producing  at  least  a 

»  Statement  of  W.  H.  Rastall,  Chief  of  the  Division  of  Industrial  Machinery, 
United  States  Department  of  Commerce,  as  reported  by  United  States  Daily,  Nov. 
16,  1929,  p.  1. 
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certain  quantity.  In  order  to  be  able  profitably  to  sell  at  the  price 
fg,  the  producer  must  be  sure  of  being  able  to  sell  at  least  Og  units. 
In  terms  of  our  numerical  example,  a  price  of  $3.26  (case  3)  will 
cover  costs  only  if  at  least  2,000,000  pairs  are  sold. 

After  the  point  e  has  been  reached  the  cost  of  production  rises, 
and  the  producer  will  not  be  willing  to  increase  his  product  unless  he 
is  offered  a  price  higher  than  eh.  Moreover,  since  the  cost  of  each 
additional  unit  will  from  now  on  be  greater  than  the  average  cost, 
the  producer  will  no  longer  be  willing  to  increase  his  product  in 
return  for  a  price  only  equal  to  the  average  cost,  since  that  would 
mean  a  loss  on  the  last  units  produced.  In  order  to  find  the  prices 
at  which  various  quantities  greater  than  oh  would  be  produced, 
we  must  follow,  beyond  the  point  e,  the  curve  em'  of  marginal  cost, 
not  the  curve  of  average  cost.  The  curve  from  e  to  c' ,  on  the  other 
hand,  shows  merely  the  minimum  quantity  which  this  producer 
would  have  to  turn  out  in  order  to  sell  without  a  loss  at  any  given 
price.  Again  in  terms  of  the  numerical  example,  with  an  output 
of  2,300,000  pairs,  a  price  of  $3,242  (the  average  cost)  would 
suffice  to  prevent  loss,  but  that  quantity  will  not  be  produced  except 
in  the  expectation  of  a  price  of  $3.30.  the  marginal  cost. 

We  note  that  as  regards  the  problem  of  price,  the  curve  of 
marginal  cost  has  no  significance  until  the  point  of  maximum  eflfi- 
ciency  is  reached.  Up  to  that  point  it  is  the  average  cost  curve 
ce,  not  the  curve  me,  which  controls.  Beyond  that  point 
marginal  cost  supersedes  average  cost  as  the  significant  factor; 
it  is  the  curve  em' ,  not  ec' ,  which  controls.  In  general  then  the 
controlling  factor  is  average  cost  or  marginal  cost,  whichever  is 
the  higher.  The  significant  curve  is  the  combination  average- 
marginal  cost  curve,  cem' . 
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CHAPTER  XIV 
COMPETITIVE  PRICES 


Competitive  price  under  conditions  of  increasing  cost.  The 
prices  of  wealth  and  services  are  determined  by  the  joint  action 
of  forces  coming  from  buyers  on  the  one  side  and  sellers  on  the 
other  side.  The  forces  on  the  buyer's  side  operate  through  the 
demand  for  goods.  On  the  seller's  side  the  situation  is  complicated 
by  the  presence  of  three  distinct  cost  conditions  :  increasing  costs, 
constant  costs,  and  decreasing  costs.  The  search  for  the  laws 
governing  the  determination  of  competitive  price  therefore  resolves 
itself  into  three  distinct  problems.  Our  attention  will  first  be 
devoted  to  the  problem  of  competitive  price  under  conditions 
of  increasing  costs,  because,  as  will  appear  more  clearly  later,  a 
true  law  of  supply  can  emerge  only  out  of  the  condition  of  increas- 
ing costs. 

The_su;^p]^_of.^my^WQd_isjLAchedule  of  the  respective  quanti- 
ties of  that  good  which  sellers  would  offer  at  all  possible  yrici^. 
This  definition  evidently  corresponds  precisely  to  the  definition 
of  demand.  So  close  indeed  is  the  analogy  between  demand  and 
supply  that  a  few  words  only  at  this  point  will  suffice  to  set  forth 
the  formal  character  of  the  latter. 

Supply,  like  demand,  relates  to  a  particular  place  and  a  particular 
time ;  m  strictest  theory  to  an  instant  of  time,  though,  for  most 
purposes,  the  time  is  an  appreciable  period  —  a  few  minutes,  an_ 
hour,  a  day,  a  week,  etc.,  during  which  the  respective  quantities 
would  presumably  be  offered  if  various  assumed  prices  should 
prevail. 

Supply  and  stock.  Mucli  discussion  of  the  various  problems  of 
price  goes  astray  through  confusing  supply  with  the  stock  of  goods 
on  hand.     For  example,  what  is  known  as  the  "  visible  supplyj^ 

296 


COMPETITIVE   PRICES 


297 


of  various  grains  in  the  United  States  is  reported  monthly  by  the 
United  States  Census  Bureau.  The  following  are  the  figures  for 
wheat  and  corn  during  the  first  half  of  the  year  1929.^ 


Wheat 

Corn 

Mnnfh 

United  States 

Canada 

United  States 

January 

130,063,000  bu. 

188,742,000  bu. 

28,012,000  bu. 

February 

126,503,000  bu. 

184,467,000  bu. 

36,265,000  bu. 

March 

125,351,000  bu. 

181,676,000  bu. 

37,100,000  bu. 

April 

117,079,000  bu. 

167,837,000  bu. 

30,991,000  bu. 

May 

97,962,000  bu. 

142,168,000  bu. 

15,571,000  bu. 

June 

142,855,000  bu. 

118,249,000  bu. 

13,932,000  bu. 

These  are  important  quantities,  and  they  have  a  real  bearing  upon 
supply,  but  they  are  not  the  supply  of  wheat  or  corn  in  any  market. 
The  stock  of  wheat  of  various  grades  in  the  elevators  in  the 
neighborhood  of  Chicago  is  not  the  supply  of  w^heat  on  the  Chicago 
Board  of  Trade.  The  supply  is  the  schedule  of  the  respective 
numbers  of  bushels  of  wheat  that  would  be  offered  for  sale  at 
various  prices  at  a  particular  time.  These  quantities  will  not  be 
the  same  as  the  quantity  of  wheat  In  the  Chicago  elevators.  In 
fact,  while  there  is  a  relation  between  the  quantity  of  goods  on  hand 
and  the  supply,  this  relation  will  often  appear  not  to  be  very  close. 
The  quantity  of  wheat  offered  for  sale  at  Chicago  at  some  par- 
ticular price  may  be  far  less  than  the  wheat  on  hand  in  the  ele- 
vators. ]Much  of  that  wheat  may  not  be  for  sale  at  that  price. 
On  the  other  hand  the  quantity  offered  might  be  more  than  the 
total  stock  in  the  elevators.  The  Chicago  market  may  be  drawing 
upon  wheat  stored  in  other  places.  In  fact  the  quantity  offered 
might  conceivably  be  greater  than  the  total  stock  in  existence. 
This  surprising  state  of  affairs  occurs  now  and  then  in  speculative 
markets.  On  I\Iay  9,  1901,  on  the  New  York  Stock  Exchange,  it 
was  suddenly  discdveredlliat  sellers  had  contracted  to  deliver  more 
shares  of  the  stock  of  the  Northern  Pacific  Railway  Company  than 
could  possibly  be  bought  or  borrowed  by  them.     A  disastrous 

1  United  States  Census,  Survey  of  Current  Business,  Aug.  1929,  p.  88. 
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crisis  was  the  result.  Of  course,  the  people  were  offering  shares 
which  they  did  not  then  possess ;  they  hoped  to  acquire  them  in 
time  to  deliver.  But  that  does  not  alter  the  fact  that  so  many 
shares  were  actually  offered.  In  1917,  during  the  World  War, 
there  occurred  a  "  corner  "  in  wheat  on  the  Chicago  Board  of 
Trade.  At  one  time  the  price  was  S3.25  a  bushel,  and  it  was 
stated  by  a  well-known  authority  that  "  we  are  getting  into  a 
serious  situation.  Everybody  is  long,  and  there  is  not  available 
the  wheat  to  deliver  to  those  who  have  bought  it."  ^ 

The  law  of  supply.  In  those  lines  of  industry  that  are  subject  to 
the  condition  of  increasing  costs,  each  producer  is  aware  that  the 
larger  he  makes  his  output  the  greater  will  be  his  marginal  cost. 
The  quantity  he  can  profitably  produce  therefore  depends  upon 
the  price  at  which  he  can  sell.  From  his  point  of  view,  the  price 
on  the  market  appears  a  fixed  thing,  not  subject  to  his  control. 
His  endeavor  is  so  to  govern  his  production  as  to  make  the  greatest 
possible  profit  at  that  price.  This  goal  is  reached  by  expanding 
his  output  until  his  marginal  cost  is  equal  to  the  price.  The  wheat 
farmer  for  example  might  produce  a  smaller  quantity  at  a  cost  for 
each  bushel  materially  less  than  the  selling  price.  By  producing 
more,  the  cost  of  each  additional  bushel  tends  to  increase.  But 
this  will  not  diminish  the  profit  on  the  earlier  bushels  produced  at 
lower  cost,  and  it  is  to  his  advantage  to  keep  adding  to  his  output 
until  the  cost  of  the  last  unit  is  equal  to  the  expected  selling  price. 
The  quantity  offered  by  each  producer  will  therefore  depend  upon 
the  price,  and  the  same  relation  between  price  and  quantity  offered 
will  obviously  hold  of  the  total  offerings  of  all  producers  together. 
We  conclude  therefore  that  the  quantity  of  any  good  that  would 
be  offered  for  sale  varies  directly  with  the  price. 

For  example,  the  railroads  commonly  buy  cross  ties  from  the 
farmers  in  the  wooded  regions  through  which  their  lines  pass.  The 
activity  of  the  farmers  in  cutting  trees,  shaping  the  ties,  and  haul- 
ing them  to  the  railroad  is  directly  affected  by  the  price  offered  by 
the  railroad.     Let  us  suppose  that  the  number  of  ties  that  would 

ij.  A.  Patten.  "In  the  Wheat  Pit,"  Saturday  Evening  Post,  Nov.  5,  1927, 
p.  177. 
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be  delivered  to  a  railroad  at  a  certain  point  during  a  particular 
week  at  various  prices  is  shown  in  the  following  schedule. 

Supply  of  Railroad  Ties,  Ford's  Siding  —  Week  of  Feb.  18,  1930 

Prices  Quantities  that  would  be  offered 

$1.00  9-000 

.90  8,500 

.80  8,000 


.70 
.60 
.50 
.40 
.30 


7,000 
6,000 
4,500 
3,000 
1,000 


The  corresponding  curve  is  shown  in  Figure  10  below. 
If  prices  are  measured  on  the  y  axis  and  quantities  offered  on  the 
X  axis,  it  is  evident  that  the  relation  between  price  and  quantity 


Fig.  10 

offered  is  represented  by  a  curve  that  slopes  upward  as  it  goes 
from  left  to  right. 

This  is  the  ordinary  relation.  But  it  sometimes  happens  that 
the  quantity  that  sellers  have  to  offer  is  fixed  and  not  subject  to 
variation  in  relation  to  price.    A  familiar  example  is  an  auction 
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/»  A 

sale  of  a  particular  article,  as  a  painting  by  an  old  master.  There 
is  only  one  such  article  for  sale  no  matter  what  the  price  may  be. 
The  supply  schedule  shows  1  opposite  each  price,  and  the  supply 
curve  is  a  straight  vertical  line,,  beginning  at  the  lowest  price  at 
which  the  owner  would  sell  and  extending  to  the  highest  JJHbe, 
which  any  buyer  may  be  supposed  to  be  willing  to  pay.  A  similar 
curve  results  when  a  single  seller  has  a  fixed  quantity  of  an  article 
which  is  nowhere  else  obtainable  and  which  he  proposes  to  sell  all 
in  one  lot  to  the  highest  bidder.  iVfter  the  World  War  the  United 
States  Government  thus  disposed  of  many  lots  of  army  supplies. 

Lest  we  overlook  any  conceivable  case,  notice  should  be  taken 
of  the  possibility  of  a  third  form  of  supply  curve,  which  may  occur 
in  connection  with  the  offer  of  goods  or  services  by  extremely 
improvident  sellers.  Thus  traders  dealing  with  savages  have 
sometimes  sought  to  stimulate  the  natives  to  increased  activity 
in  bringing  in  their  products  by  the  offer  of  higher  prices,  only 
to  find  the  result  disconcertingly  contrary  to  the  normal  law  of 
supply.  The  native  was  content  when  he  had  earned  a  certain 
amount ;  thereafter  he  proposed  to  knock  off  and  enjoy  his  leisure. 
The  higher  the  price,  the  fewer  the  goods  he  had  to  sell  to  reach 

his  goal.  His  supply  curve,  after 
"ascending  normally  for  a  while, 
turned  back  on  itself  (see  Figure  11). 
This  situation  may  conceivably  exist 
in  case  of  a  civilized  producer,  either 
because  he  is  unusually  improvident 
I X   or    because    his    product    or    service 


O  Quantities  .  .     . 

„  approaches   the  unique  and  is   very 

highly  paid.     But  evidently  this  can 
have  no  effect  on  the  total  supply  of  any  important  good. 

The  study  of  supply  thus  leads  to  conclusions  which  may  be 
expressed,  with  full  allowance  for  such  possible  exceptions  as  are 
illustrated  by  the  backward  supply  curve,  in  the  law  of  supply 
as  follows :  In  a  given  market  at  a  given  time,  the  quantity  of  any 
good  which  would  he  offered  for  sale,  when  not  a  fixed  quantity, 
generally  varies  directly  with  thejpjice. 
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Elasticity  of  sale.  There  is  variation  in  the  elasticity  of  the 
sale  of  different  commodities.  This  subject  is  analogous  to  the 
elasticity  of  purchase,  which  was  discussed  at  some  length  in 
a  previous  chapter,  and  may  therefore  be  dismissed  with  a  few 
words  here.  When  the  quantity  of  a  good  offered  for  sale  changes 
greatly  with  changes  in  price,  its  sale  is  said  to  be  elastic.  The 
^^^^^^Pp'^^^^.^S.^^PP^y  curve  will  have  a  gradual  slope.  Sale  is  in- 
elastic when  price  variations  are  accompanied  by  small  variations  in 
the  quantity  offered  for  sale ;  the  supply  curve  has  a  steep  slope. 

In  general  the  sale  of  the  products  of  the  extractive  industries 
is  inelastic,  whereas  manufactured  articles  have  an  elastic  sale, 
though  these  rules  are  by  no  means  without  exception. 

Price  determined  by  demand  and  supply.  Demand  and  supply, 
hitherto  separately  examined  as  representing  respectively  the 
buyer's  side  and  the  seller's  side  of  the  market,  may  now  be  brought 
together.  In  order  to  have  the  assistance  of  a  concrete  example, 
let  us  assume  that  we  are  investigating  the  price  of  fresh-laid  eggs 
in  the  retail  market  of  a  small  sized  city,  which  we  call  A,  and  that 
on  a  certain  day,  October  15,  1930,  the  demand  for  eggs  and  the 
supply  of  eggs  were  as  shown  in  the  following  schedules  : 

Retail  Egg  Market  of  A,  October  15,  1930 


Demand 

Supply 

Prices 

Quantities  That 
Would  Be  Taken 

Prices 

Quantities  That 
Would  Be  Offered 

90  cents 
85  cents 
80  cents 
75  cents 
70  cents 
65  cents 
60  cents 
55  cents 
50  cents 
45  cents 
40  cents 
35  cents 
30  cents 

160  dozen 
170  dozen 
185  dozen 
200  dozen 
220  dozen 
240  dozen 
260  dozen 
280  dozen 
300  dozen 
320  dozen 
340  dozen 
360  dozen 
380  dozen 

90  cents 
85  cents 
80  cents 
75  cents 
70  cents 
65  cents 
60  cents 
55  cents 
50  cents 
45  cents 
40  cents 
35  cents 
30  cents 

375  dozen 
360  dozen 
340  dozen 
320  dozen 
300  dozen 
280  dozen 
260  dozen 
230  dozen 
200  dozen 
160  dozen 
120  dozen 
80  dozen 
40  dozen 
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The  hypothetical  character  of  such  schedules  has  been  made 
clear.  The  relations  between  the  quantities  and  the  prices  con- 
form to  the  established  laws  of  demand  and  supply.  The  exact 
numerical  quantities  are  of  course  not  significant ;  they  are  used 
only  for  purposes  of  illustration. 

Now  let  us  plot  on  one  diagram  two  curves  corresponding 
respectively  to  these  two  schedules.  The  result  is  shown  in  Figure 
12 ;  dd  is  the  demand  curve ;  ss,  the  supply  curve. 
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Quantities-Dozens 
Fig.  12 
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The  curves  of  demand  and  supply  intersect  at  the  point  p.  The 
ordinate  of  this  point,  pb,  represents  the  same  price,  and  its  ab- 
scissa the  same  quantity,  on  both  curves.  The  point  p,  as  a  point 
on  the  curve  dd,  indicates  that  at  a  price  of  sixty  cents  the  quan- 
tity of  eggs  that  would  be  taken  by  buyers  in  A  is  260  dozen; 
as  a  point  on  the  curve  ss,  p  indicates  that  at  a  price  of  sixty  cents 
the  quantity  of  eggs  that  would  be  offered  by  sellers  in  A  is  260 
dozen.  At  the  price  of  sixty  cents  the  quantities  offered  and 
taken  would  be  the  same. 

In  fact,  if  we  assume  that  we  are  dealing  with  a  normal  com- 
petitive market ;  i.e.,  one  in  which  there  are  several  competing 
buyers  and  seller^  each  fairly  familiar  with  the  conditions  of 
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demand  and  supply  of  eggs  on  this  particular  day,  this  is  the  -price 
of  eggs  in  this  market  on  this  day.  The  price  could  not  be  any- 
thing else.  Any  sellers  who  would  demand  more  than  this,  say 
sixty-five  cents  a  dozen,  would  find  nobody  willing  to  buy  from 
him.  Rather  than  be  left  with  his  stock  unsold  on  his  hands, 
he  would  reduce  his  price.  A  seller  on  the  other  hand  who  igno- 
rantly  offered  to  sell  eggs  for  less  than  sixty  cents,  say  fifty-five 
cents  would  soon  find  himself  swamped  by  a  rush  of  eager  buyers ; 
he  would  see  that  he  could  easily  sell  all  his  stock  for  more  than 
fifty-five  cents,  and  he  would  raise  his  price.  We  reach  the  same 
conclusion  on  regarding  the  matter  from  the  buyer's  standpoint. 
A  purchaser  who  ignorantly  offered  to  buy  any  considerable  quan- 
tity at  more  than  sixty  cents  a  dozen  would  find  all  the  sellers 
eager  to  sell  to  him  and  would  soon  see  that  he  could  get  all  the 
eggs  he  wanted  at  a  lower  price.  He  would  therefore  lower  his 
price.  Any  buyer  on  the  other  hand  who  tried  to  get  eggs  for  less 
than  sixty  cents  would  find  no  one  willing  to  sell  to  him  and  would 
have  to  raise  his  price  or  go  without.  No  considerable  buying 
and  selling  could  therefore  take  place  at  any  price  except  sixty 
cents,  so  long  as  our  curves  accurately  represent  the  conditions 
of  demand  and  supply. 

It  is  of  course  quite  probable  that  there  will  be  sales  for  other 
sums.  It  may  take  some  appreciable  time  for  the  actual  market 
to  settle  down  to  a  state  of  equilibrium,  during  which  time  there 
will  probably  be  scattered  sales  for  various  sums.  Even  after 
equilibrium  is  reached  occasional  ignorant  buyers  and  sellers, 
such  as  we  have  referred  to,  will  very  likely  make  purchases  or 
sales  on  unfavorable  terms  before  discovering  their  mistake.  It 
is  often  convenient  to  use  the  term  "  market  price  "  to  indicate 
that  this  is  the  price  determined  by  demand  and  supply,  at  which 
the  bulk  of  exchanges  are  taking  place,  while  recognizing  the 
possibility  of  some  few  scattered  sales  on  terms  departing  more  or 
less  from  the  market  price. 

Determination  of  the  quantity  exchanged :  clearing  the  market. 
It  will  be  evident  that  when  demand  and  supply  determine  the 
price  they  also  determine  the  quantity  exchanged.     Graphically, 
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the  intersection  of  the  curves  at  y  determines  the  quantity  ex- 
changed at  260  dozen,  as  well  as  the  price  at  60  cents.  At  the 
price  thus  determined  all  sellers  of  eggs  are  able  to  dispose  of  the 
entire  quantity  of  eggs  which  they  are  willing  to  sell  (at  that  price) 
and  all  buyers  are  able  to  get  as  many  eggs  as  they  wish  to  buy 
(at  that  price).  No  seller  in  our  example  w^ho  is  willing  to  take 
sixty  cents  a  dozen  will  be  left  with  an  unsold  stock,  and  no  buyer 
who  is  willing  to  pay  sixty  cents  will  fail  to  get  what  he  wants. 
In  technical  terms,  this  price  "  clears  the  market."  This  is  not 
true  of  any  other  sum.  If,  assuming  for  the  moment  the  im- 
possible, the  price  were  sixty-five  cents,  all  buyers  would  obtain 
all  they  wanted  at  that  price ;  i.e.,  240  dozen ;  but  sellers,  willing 
to  dispose  of  280  dozen,  could  sell  only  240  dozen,  because  buyers 
would  take  no  more  at  that  price.  The  difference,  forty  dozen 
(represented  by  hi,  the  difference  between  ei  and  eh),  would  be  left 
on  their  hands.  On  the  other  hand  consider  a  price  of  fifty-five 
cents,  again  assuming  the  impossible.  Sellers  would  be  able  to 
dispose  of  all  they  had  for  sale  at  that  price ;  i.e.,  230  dozen.  But 
buyers,  although  willing  to  buy  280  dozen,  would  be  able  to  get 
only  230  dozen,  since  the  sellers  would  part  with  no  more.  The 
difference,  fifty  dozen  (represented  by  kl,  the  difference  between 
cl  and  ck),  stands  for  the  unsatisfied  requirements  of  the  buyers. 
Such  differences  cannot  exist  at  the  price  yh,  determined  by  demand 
and  supply. 

When  the  quantity  exchanged  is  fixed  by  a  sole  buyer.  The 
foregoing  example  represents  the  ordinary  cases  of  competitive 
price,  in  which  both  demand  and  supply  curves  have  the  normal 
shape.  No  new  difficulty  arises  when  we  consider  cases  in  which 
there  is  the  vertical  demand  curve.  For  example  a  government 
calls  for  bids  for  a  certain  number  of  rifles  based  upon  its  own 
peculiar  specifications  which  are  acceptable  to  no  other  user. 
Assuming  that  two  or  more  manufacturers  desire  the  contract, 
we  have  competition  of  sellers,  but  only  one  buyer.  The  appro- 
priate demand  and  supply  curves  are  shown  in  Figure  13.  Their 
intersection  at  p  determines  the  price  yd'  at  which  the  quantity 
desired  by  the  government  pa,  will  be  exchanged.     The  price  is 
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Quantities 

Fig.  13 


thus  determined  by  demand  and  supply  exactly  as  In  the  previous 

case  of  the  egg  market.     The  important  difference  between  the 

two  cases  is  that  in  the  first  case 

demand  and  supply  also  determine 

the  quantity  exchanged,  whereas  in 

the  second  case  the  quantity  is  fixed 

in  advance  by  the  demand  when  the 

government  determines  that  it  will 

buy  just  so  many  at  any  price  from 

0  to  d'd} 

Price  fixed  by  a  sole  buyer.  This 
is  a  convenient  place  to  note  those 
special  cases  in  which  the  price  is  determined  by  the  decision 
of  a  sole  buyer.  Suppose  a  canning  establishment  is  set  up  in  a 
country  district  and  the  manager  advertises  that  he  will  pay  five 
cents  a  quart  for  all  wild  berries  brought  to  the  factory.  We 
assume  that  there  is  no  other  local  market  for  wild  berries.  Here 
is  a  market  in  which  there  will  be  the  normal  supply  representing 
competition  of  sellers,  but  no  demand  curve ;  i.e.,  no  curve  showing 
for  different  prices  the  quantities  that  would  be  taken  by  the  buyer. 
Instead  we  have  a  price  fixed  by  the  buyer,  who  is  ready  to  take 

any  quantity  at  that  price,  or  any 
quantity  up  to  a  certain  limit. 
The  result  is  illustrated  by  Figure 
14.  There  is  the  normal  supply 
curve  ss.  The  price  was  fixed  in 
advance  at  five  cents.  The  quantity 
exchanged  is  the  result  of  this  price 
and  the  supply,  determined  graph- 
ically by  drawing  a  horizontal  line 
from  a  to  meet  the  supply  curve  at  p.  The  quantity  exchanged  is 
measured  by  ap.  If  the  buyer  set  a  limit  to  the  quantity  he  would 
take,  that  is  measured  by  the  length  of  the  line  ab. 

'  If  the  question  should  be  raised  why  we  do  not  complete  our  analysis  by 
considering  also  the  vertical  supply  curve,  the  answer  is  that  this  curve  does  not 
represent  a  situation  of  competition  but  pertains  to  monopoly,  a  subject  which  will 
have  our  attention  in  a  later  chapter. 
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Bringing  together  the  two  cases  last  examined  (see  Figures  13 
and  14),  we  note  that  a  sole  buyer  can  decide  either  the  price  he 
will  pay  or  the  quantity  he  will  take ;  he  will  not  decide  both,  and, 
having  decided  the  one,  he  will  let  the  other  be  determined  by  the 
operation  of  supply. 

'    Conclusion.    We  arrive  thus  at  the  conclusion  that  in  any  com- 

Vpetitive  market  the  price  of  any  good  produced  under  conditions 

^of  increasing  costs  is  determined  by  the  two  forces  of  demand  and 

supply,  at  that  point  at  which  the  quantity  which  buyers  would 

choose  to  take  is  equal  to  the  quantity  offered  by  sellers,  and  that 

the  quantity  of  the  good  exchanged  is  simultaneously  determined 

-by  the  same  forces. 

These  are  the  determining  forces,  and  the  sole  determinants. 
This  may  at  first  seem  a  sweeping  saying.  Is  not  the  price  of 
eggs  affected  by  the  activity  of  the  hens  in  laying  ?  Does  not  the 
rainfall  affect  the  price  of  wheat?  Does  not  a  late,  cold  spring 
reduce  the  prices  of  straw  hats,  and  an  early,  cold  winter  enhance 
the  prices  of  furs?  Are  not  the  prices  of  many  articles  affected 
by  changes  in  fashion?  And  are  we  not  always  being  told  that 
the  "  high  cost  of  living  "  is  due  to  "  inflation  of  the  currency  "? 
Such  pertinent  questions  might  be  multiplied,  but  their  obvious 
afiirmative  answers  do  not  imply  that  here  is  a  host  of  additional 
causes  affecting  competitive  price.  All  these  circumstances  and 
others  do  influence  prices,  but  they  do  so  only  indirectly.  They 
act  only  by  first  affecting  either  demand  or  supply.  A  late,  cold 
spring  causes  people  to  postpone  or  give  up  the  purchase  of  the 
new  straw  hat;  thus  the  demand  is  small  and  the  price  is  low. 
A  drought  reduces  the  wheat  harvest ;  the  supply  is  diminished, 
and  the  price  of  wheat  goes  up.  There  is  no  side  door  through 
which  any  influence  can  get  at  price ;  price  may  be  approached 
only  through  one  of  the  specified  main  entrances,  remembering 
always  that  we  are  here  concerned  only  with  the  competitive 
prices  of  goods  subject  to  conditions  of  increasing  costs. 

Two  possible  meanings  of  demand.  Before  proceeding  further 
in  the  investigation  of  the  forces  determining  price,  we  shall  find 
it  advisable  to  pause  here  for  a  somewhat  critical  consideration 
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of  our  definitions  and  a  closer  scrutiny  of  the  nature  of  demand 
and  supply.  The  whole  investigation  of  the  laws  of  price  is  in 
danger  of  being  confused  by  the  fact  that  the  term  "  demand  "  is 
used  with  two  different  meanings  in  popular  speech  and  writing 
and,  it  must  be  admitted,  in  much  scientific  writing  also.  A  clear 
understanding  of  these  two  meanings  will  enable  the  student  to 
avoid  much  confusion  in  his  later  reading  and  discussion.  For 
example,  we  hear  "  there  is  a  heavy  demand  for  wheat  " ;  "the 
demand  for  high  shoes  is  decreasing  rapidly  " ;  "  the  demand  for 
automobiles  is  unusually  strong  this  spring  " ;  etc.  In  all  such 
expressions  it  is  evident  that  the  word  "  demand  "  refers  to  the 
whole  demand  schedule  (or  curve).  The  meaning  is  that  at  any 
given  price  the  quantity  that  buyers  would  choose  to  take  is 
large  or  small,  greater  or  less,  etc.     In  Figure  15,  the  curve  d'd' 
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Fig.  15 


represents  a  heavy  demand  as  compared  with  the  curve  dd,  since 
whatever  price  is  chosen  the  quantity  that  would  be  taken  accord- 
ing to  d'd'  is  greater  than  according  to  dd.  Thus  if  dd  represents 
the  demand  for  coal  at  a  given  time,  a  price  of  $15  would  on  this 
day  induce  buyers  to  take  100  tons ;  if  on  some  other  day  the 
demand  were  as  shown  by  the  curve  d'd',  this  means  that  buyers 
would  on  that  day  take  250  tons  at  $15  a  ton.     The  same  notion 
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of  demand  is  likewise  in  mind  when  such  expressions  as  these  are 
used  :  "  the  price  of  anything  depends  on  demand  and  supply  "  ; 
"  the  greater  the  demand,  the  higher  the  price  " ;  etc. 

The  foregoing  usage  evidently  agrees  with  the  definition  of 
demand  which  we  have  accepted.^  On  the  other  hand  one  meets 
such  statements  as  these :  "an  increase  in  price  causes  a  decrease 
in  demand  " ;  or  "  the  higher  the  price,  the  smaller  the  demand." 
Now  it  is  evident  that  these  statements  are  in  direct  conflict  with 
the  last  quotation  in  the  previous  paragraph.  Something  must 
be  wrong  when  people  say  "  the  greater  the  demand,  the  higher 
the  price  "  and,  in  the  next  breath,  "  the  higher  the  price,  the 
smaller  the  demand."  The  trouble  comes  from  shifting  the  mean- 
ing of  the  word  "  demand."  In  the  second  expression  demand 
does  not  mean  the  whole  demand  schedule  or  curve.  It  means 
rather  the  quantity  that  buyers  would  choose  to  take  at  some 
particular  price.  Refer  again  to  Figure  15,  and  note  that,  accord- 
ing to  the  curve  dd,  at  a  price  of  fifteen  dollars  100  tons  of  coal 
would  be  taken.  This  quantity,  100  tons,  is  the  demand  for  coal 
at  fifteen  dollars,  when  the  word  is  used  in  this  second  sense.  It 
is  represented  by  the  line  ap  or  the  line  Ob.  When  one  talks  of  an 
increase  or  a  decrease  in  demand  in  this  sense,  he  does  not  mean  a 
change  in  the  whole  demand  schedule  or  curve.  He  means  rather 
a  movement  along  the  curve,  locating  a  different  point,  whose 
distance  from  the  y  axis  is  greater  or  smaller  than  before.  When 
used  in  this  sense  we  can  never  think  of  demand  except  in  reference 
to  a  particular  price,  stated  or  implied.  We  cannot  speak  simply 
of  the  demand  for  cotton.  We  must  say :  the  demand  for  cotton 
at  fifteen  cents  a  pound,  or  at  some  other  price. 

Choice  of  a  definition  of  demand.  Now  it  is  idle  to  argue  about 
definitions ;  and  this  presentation  of  the  two  senses  in  which  the 
term  demand  is  used  is  not  offered  as  an  introduction  to  a  battle 
of  words.  As  has  been  previously  stated,^  there  is  no  absolute 
test  of  the  correctness  of  a  definition.  Either  of  the  two  possible 
meanings  of  the  term  "  demand  "  might  be  chosen.  Both  are 
about  equally  favored  in  the  loose  usage  of  popular  speech  and 

1  See  Chapter  XII.  2  gge  Chapter  I. 
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writing.  To  that  extent  we  violate  popular  usage  when  we  choose 
to  make  exclusive  use  of  either  meaning ;  but  that  is  inevitable. 
We  are  free  then  to  select  the  meaning  which  will  best  serve  the 
purpose  of  the  scientific  investigation  of  economic  laws.  The 
central  problem  in  economics  is  concerned  with  the  laws  which 
determine  price  and  value.  In  the  study  of  this  problem,  while 
it  would  be  possible  to  make  fairly  satisfactory  progress  with  either 
definition  of  demand,  the  advantage  is  decidedly  in  favor  of  the 
first  meaning.  We  have_therefore  accepted  as  our  definition  of 
demand  the  following :  The  demand  for  any  good  is  a  schedule  of 
the  respective  quantifies  of  that  good  which  buyers  would  choose  to 
take  at  all  possible  prices.  The  justification  of  this  choice  will 
appear  more  clearly  as  the  reader  proceeds  through  these  pages. 

Two  possible  meanings  of  supply :  choice  of  a  definition.  The 
term  "  supply  "  is  commonly  used  in  two  senses,  corresponding 
exactly  to  the  two  meanings  which  are  given  to  "  demand."  When 
people  say  "  the  supply  of  cotton  is  short  this  year,"  "  the  wheat 
supply  is  greater  than  ever  before,"  etc.,  they  are  using  the  term 
as  the  whole  schedule  of  quantities  that  would  be  offered  at  various 
prices.  They  mean  for  example  that,  at  whatever  price  bid,  the 
quantity  of  cotton  which  sellers  would  offer  is  small,  relative  to  the 
quantities  that  would  ordinarily  be  offered.  The  term  is  used 
also  in  thi^sense,  when  it  is  said  :  "  The  price  of  anything  depends 
on  demand  and  supply  " ;  "  the  greater  the  supply,  the  lower  the 
price  " ;  etc. 

This  usage  is  obviously  in  harmony  with  the  definition  of  supply 
which  we  have  adopted.  However,  such  expressions  as  these  will 
frequently  occur :  "  An  increase  in  price  causes  an  increase  in 
supply  "  ;  "  the  supply  depends  on  the  price  "  ;  "  the  lower  the 
price,  the  smaller  the  supply."  There  is  here  the  same  confusion 
as  results  from  the  two  meanings  of  "  demand."  For  example 
the  last  quotation  above  is  clearly  in  flat  contradiction  with  the 
last  quotation  of  the  previous  paragraph.  As  clearly,  the  trouble 
is  due  to  shifting  the  meaning  of  the  term  "  supply."  In  the 
sentences  quoted  in  this  paragraph,  "  supply  "  does  not  mean  a 
schedule  of  quantities  that  would  be  offered  at  various  prices; 
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it  means  the  quantity  that  loould  he  offered  at  some  'particular  price. 
Referring  to  Figure  16,  it  will  be  seen  that,  at  a  price  of  seventy 
cents,  7,000  railroad  ties  would  presumably  be  offered.  In  the 
second  sense  of  the  term  "  supply,"  it  is  this  particular  quantity 
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Fig.  16 

that  is  the  supply  of  railroad  ties  at  seventy  cents.  It  is  repre- 
sented by  the  line  ap  or  the  line  Oh.  When  one  speaks  of  an  in- 
crease or  decrease  in  supply  in  this  sense,  he  means  not  a  change 
in  the  whole  supply  curve,  but  rather  a  movement  along  the 
curve,  thus  locating  a  different  point  whose  distance  from  the 
y  axis  is  greater  or  smaller  than  before.  Supply,  in  this  sense,  is 
always  in  reference  to  a  particular  price.  We  cannot  conceive 
of  the  supply  of  wheat  in  general.  It  must  always  be  the  supply 
at  $1.50  a  bushel,  or  some  other  price. 

All  of  this  corresponds  evidently  to  the  two  meanings  of  the 
term  "  demand."  Here  also  it  is  true  that  fairly  satisfactory 
progress  might  be  made  with  either  definition,  but  that  the  advan- 
tage is  with  that  which  regards  supply  as  the  whole  schedule 
rather  than  a  particular  quantity  offered.  Hence  we  have  adopted 
this  definition  :  The  supply  of  any  good  is  a  schedide  of  the  respective 
quantities  of  that  good  which  sellers  would  offer  at  all  possible  prices.^ 

I  Our  choice  of  these  definitions  of  demand  and  supply  compels  us  to  adopt  dif- 
ferent terminology  for  what  is  ordinarily  known  as  elasticity  of  demand  or  supply. 
As  we  use  the  terms  it  is  not,  for  example,  demand  that  is  elastic,  but  "the  quantity 
that  buyers  would  choose  to  take,"  since  it  is  this  that  varies  in  accordance  with 
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The  importance  of  consistency.  While  satisfactory  results 
might  come  from  the  consistent  employment  of  either  pair  of 
possible  definitions  of  demand  and  similarly  of  supply,  nothing  but 
confusion  can  result  from  a  vague  use  or  from  a  mingling  of  the 
two  meanings  which  might  be  attached  to  each  of  these  terms, 
twin  sins  of  which  it  must  be  confessed  that  some  very  good  econ- 
omists have  been  occasionally  guilty  and  which  run  riot  in  popular 
speech  and  writing.  Equally  essential  is  it  that  the  definitions 
chosen  for  demand  and  supply  be  in  harmony  with  each  other. 
We  cannot  define  demand  for  example  as  a  schedule  of  quantities 
that  would  be  bought,  while  defining  supply  as  the  quantity  that 
would  be  offered  at  a  particular  price.  We  have  chosen,  for 
reasons  stated  and  which  will  become  more  apparent  as  our  study 
proceeds,  the  schedule  sense  for  both  terms.  These  definitions 
will  be  adhered  to  consistently  throughout  this  book.  The  reader 
who  goes  on  with  his  study  of  economics  is  sure  to  meet  writers 
whose  usage  is  different.  If  he  has  mastered  the  lesson  here  pre- 
sented, he  will  have  little  difficulty  with  those  writers  who  have 
chosen  and  used  consistently  the  alternative  definitions.  He 
will  have  more  difficulty  in  understanding  those  writers  whose 
usage  is  vague  or  who  mix  the  two  definitions,  but  even  here 
his  task  will  be  lightened  if  he  has  a  clear  notion  of  what  the  two 
possible  meanings  are  and  how  they  may  be  used. 

The  causes  of  price  change.  Our  excursion  into  the  theory  of 
price  has  thus  far  shown  us  the  way  in  which  competitive  prices 
of  goods  subject  to  conditions  of  increasing  costs  are  determined, 
as  of  a  particular  time,  by  demand  and  supply.  Prices  in  the 
practical  world  of  today  are  however  seldom  stationary  but  are 
generally  subject  to  change,  more  or  less  frequent.  It  is  not  enough 
therefore  to  know  how  a  certain  competitive  price  may  be  estab- 
lished in  a  static  market.  We  must  also  understand  the  mechan- 
ism by  which  a  price  may  rise  and  fall  under  the  dynamic  conditions 
of  modern  life. 

From  our  previous  conclusion  that  prices  of  the  sort  we  are  now 

price.     This  is  the  reason  for  our  adoption  of  the  terms  "elasticity  of  purchase" 
and  "elasticity  of  sale." 
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considering  are  determined  solely  by  the  action  of  demand  and 
supply  it  follows  that  changes  in  price  may  result  only  from: 
changes  in  demand  or  in  supply  or  in  both.  A  glance  at  the  dia- 
gram in  Figure  12  (page  302)  will  determine  that  no  other  price 
than  ph  is  possible  with  those  particular  curves  of  demand  and 
supply,  since  y  is  the  only  point  at  which  those  curves  can  intersect. 
A  different  point  of  intersection  could  be  obtained  only  by  a  shift 
in  one  or  both  of  the  curves.  With  the  path  thus  indicated  our 
present  inquiry  is  quite  simple.  We  shall  find  the  graphical  aids 
especially  useful  in  this  part  of  our  investigation. 

An  increase  in  demand.  Let  us  consider  an  increase  in  demand. 
This  means  that  buyers  have  become  more  eager.  In  terms  of  the 
definition  of  demand,  it  means  that  at  any  given  price  the  quan- 
tity that  buyers  would  take  is  greater  than  before.  This  may  be 
visualized  by  use  of  the  illustration  of  the  retail  egg  market  of  A 
(see  Figure  12).  We  there  assumed  a  certain  demand  and  a  cer- 
tain supply  resulting  in  a  price  of  60  cents  on  October  15.  As 
cold  weather  comes  on,  the  people  of  A  incline  to  consume  more 
eggs ;  in  other  words,  the  demand  increases.  Let  us  suppose  that 
the  demand  on  December  15  would  be  correctly  represented  by 
the  following  schedule : 


Demand  for  Eggs,  Retail  Mabket  of  A  —  December  15,  1930 


Prices 

90  cents 
85  cents 
80  cents 
75  cents 
70  cents 
65  cents 
60  cents 
55  cents 
50  cents 
45  cents 
40  cents 
35  cents 
30  cents 


Quantities  that  would  be  taken 

300  dozen 
320  dozen 
340  dozen 
360  dozen 
380  dozen 
400  dozen 
420  dozen 
440  dozen 
470  dozen 
500  dozen 
540  dozen 
580  dozen 
630  dozen 


The  reader  is  again  reminded  that  the  exact  quantities  in  such  a 
schedule  are  not  significant  but  are  used  only  for  purposes  of  illus- 
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tration.  What  we  have  is  a  new  schedule  in  which,  for  each  price, 
the  quantity  that  buyers  would  choose  to  take  is  greater  than 
before. 

In  Figure  17  the  demand  and  supply  curves  as  of  October  15 
are  repeated  (see  Figure  12),  and  there  is  added  the  curve  repre- 
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senting  the  demand  on  December  15,  as  plotted  from  the  schedule 
of  the  demand  on  that  date.  It  will  be  evident  that  an  increase 
in  demand  is  represented  graphically  by  a  new  curve,  each  of  whose 
abscissas  is  longer  than  before ;  in  other  words,  the  demand  curve 
has  been  shifted  to  the  right.  The  increased  abscissas  indicate 
that  now,  at  each  price,  the  quantity  that  buyers  would  choose  to 
take  is  greater  than  before.  This  is.,  exactly  what  is  meant  by  an 
increase  in  demand.  It  is  what  people  mean  when  they  say :  "The 
demand  for  eggs  has  increased  since  October  " ;  "  There  is  a  strong 
demand  for  eggs  today,"  and  such  expressions. 

What  are  the  effects  of  the  new  demand?  Let  us  assume  for 
the  sake  of  simplicity  that  there  has  been  no  change  in  the  con- 
ditions of  supply  in  the  egg  market  of  A.  The  curve  ss  (Figure 
17),  representing  the  supply  on  December  15,  is  then  the  same  as 
for  October  15.     The  curve  d'd'  represents  the  demand  on  De- 
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cember  15.  This  new  demand  curve  intersects  the  supply  curve 
at  the  point  y^,  further  to  the  right  and  further  up  than  the  point 
2?,  which  determined  the  price  and  the  quantity  exchanged  on  the 
previous  date.  The  price  is  now  eighty  cents,  and  the  quantity 
of  eggs  exchanged  is  340  dozen,  an  increase  in  both  magnitudes 
since  the  earlier  date.  We  conclude  then  that  under  conditions 
such  as  these  an  increase  in  demand  tends  to  cause  an  increase  in 
price  and  an  increase  in  the  quantity  exchanged. 

The  reader  will  easily  verify  this  conclusion  by  reference  to  his 
experience  or  his  knowledge  of  ordinary  price  changes.  For 
example  he  will  perhaps  recall  the  period  of  great  business  pros- 
perity in  1920,  when  many  people  found  themselves  in  possession 
of  unusually  high  incomes.  One  of  the  first  ideas  commonly 
associated  with  an  increased  income  is  the  purchase  of  an  auto- 
mobile. The  demand  for  automobiles  in  1920  was  extraordinarily 
high,  and  the  high  prices  of  automobiles  in  that  year  as  well  as 
the  extraordinarily  large  sales  are  well  remembered  facts.  In 
the  wheat  corner  in  1917,  mentioned  above,  the  extraordinary 
price  of  S3. 25  was  recognized  at  the  time  as  the  result  of  the  great 
demand  for  wheat  represented  by  the  purchases  of  the  British 
government  and  other  foreign  governments.  The  high  prices  of 
farm  land  in  the  Mississippi  vallej^  in  1920  were  the  result  of  an 
increase  in  demand  for  farms  on  the  part  of  those  who  foresaw  a 
glorious  prospect  of  profits  from  the  prevailing  high  prices  of  grain. 
These  are  some  of  the  more  spectacular  examples,  but  they  should 
not  be  permitted  to  obscure  the  significance  of  the  constant  influ- 
ence upon  price  of  changes  in  demand  operating  in  less  conspicuous 
ways. 

A  decrease  in  deniAnd.,.  .The  method  just  employed  in  the  study 
of  increasing  demand  will  serve  to  discover  the  effects  of  a  decrease 
in  demand.  A  decrease  in  demand  means  that  buyers  are  less 
eager,  that  at  any  given  price  the  quantity  they  would  take  is  less 
than  before.  Graphically,  this  would  be  represented  by  a  shifting 
of  the  demand  curve  to  the  left.  For  example,  let  us  suppose  that, 
while  conditions  of  supply  remain  unchanged,  a  slight  decrease 
in  the  demand  for  eggs  in  A  has  occurred  between  December  15, 
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1930  and  January  15,  1931.  The  new  demand  curve  (Figure  18) 
intersects  the  supply  curve  at  a  new  point,  ps,  further  to  the  left 
and  lower  down  than  the  former  point  of  intersection,  jh-  This 
indicates  that  the  price  is  now  seventy-five  cents  and  the  quantity 


...^X^^-^'-'-^r*-^ 


300  400  500 

Quantities-Dozens 

Fig.  18 

of  eggs  exchanged  is  320  dozen.  The  generalization  is  that  under 
these  conditions  a  decrease  in  demand  tends  to  cause  a  decrease 
in  price  and  a  decrease  in  the  quantity  exchanged. 

Everyday  illustrations  will  occur  to  the  reader  at  once.  Com- 
pare two  years,  in  the  first  of  which  there  was  an  early  spring, 
while  the  second  is  marked  by  cold  weather  till  late  in  the  season. 
People  in  the  second  year  will  not  want  their  usual  quantity  of 
spring  suits,  dresses,  and  other  seasonal  goods.  T3ie  demand  will 
be  small  as  compared  with  the  year  before,  and  the  result  will  be 
both  a  lower  scale  of  prices  and  a  smaller  quantity  of  goods  sold 
than  in  the  normal  season.  An  unusually  warm  winter  will  fre- 
quently cause  a  decline  in  the  demand  for  furs,  with  the  result  of 
smaller  sales  and  distinctly  lower  prices.  Changes  in  fashion 
may  suddenly  check  the  demand  for  some  article,  following  which 
there  is  sure  to  be  a  smaller  quantity  sold  and  a  fall  in  price,  if 
other  things  remain  equal. 

The  following  is  a  quotation  from  a  trade  paper :   "  Brick  busi- 
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ness  is  bad  this  year.  The  trouble  is  the  wrong  kind  of  building 
is  going  on  —  for  the  brick  maker.  More  tower  buildings,  fewer 
houses,  fewer  apartments,  and  fewer  mill  type  buildings.  In 
the  modern  steel  frame  tower  building  the  brick  maker  gets  only 
the  '  backup.'  In  the  largest  structures  this  calls  for  a  great  many 
bricks,  of  course,  but  the  brick  bill  is  small  in  relation  to  the  total 
cost  of  the  building."  ^  This  condition  of  decreased  demand  had 
its  effect  on  the  prices  of  brick  and  the  quantities  sold.  Ship- 
ments of  common  brick  fell  from  231,064,000  in  June,  1927  and 
219,522,000  in  June,  1928,  to  154,021,000  in  June,  1929.  The 
wholesale  price  of  red  common  brick  was  SI  1.00  a  thousand  in 
June,  1929,  as  compared  with  $13.50  in  June,  1927,  and  June, 
1928.2  The  reader  will  readily  discern  the  inference  of  demand  in 
the  following  quotation :  "  While  spindle  activity  in  cotton  manu- 
facturing has  fluctuated  rather  narrowly  between  30,000  and  33,000 
active  spindles  from  1923  to  1928,  billings  of  finished  cotton  goods 
fell  from  a  monthly  average  of  95,098,000  yards  in  1923  to  a 
monthly  average  of  75,100,000  yards  in  1928.  The  composite 
index  of  cotton  prices  fell  from  213  to  163  on  the  base  of  1911- 
1913  =  100."  3 

An  increase  in  supply.  Price  and  quantity  exchanged  are  also 
affected  by  changes  in  supply.  An  increase  in  supply  means  that 
sellers  are  more  eager  to  part  with  their  goods,  that  at  any  given 
price  the  quantity  offered  would  be  more  than  before.  For 
example  the  months  of  October  to  January  are  a  period  during 
which  the  average  hen  is  at  a  low  stage  in  her  egg-laying  activity. 
From  March  to  June  things  are  going  much  more  briskly.  An 
investigation  carried  out  by  the  Connecticut  Agricultural  College 
showed  that  the  average  production  per  hen  at  this  season  was 
nearly  three  times  what  it  was  at  the  low  stage  in  October  to 
January.  This  increased  production  has  an  efiFect  on  the  supply 
of  eggs,  which,  as  everyone  knows,  is  normally  much  greater  in  the 
spring  and  summer  than  in  the  late  fall  and  winter.     Graphically, 

»  The  Business  Week,  Sept.  14,  1929,  p.  18. 

2  United  States  Census,  Survey  of  Current  Business,  Aug.  1929,  p.  73. 

3  Ibid.,  p.  31. 
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the  change  would  be  represented  by  a  new  supply  curve  farther 
to  the  right  than  the  previous  one  and  therefore  cutting  the 
demand  curve  at  a  point  lower  down  and  farther  to  the  right, 
indicating  a  lower  price  and  a  greater  quantity  exchanged.  We 
reach  the  general  conclusion  that,  under  such  conditions  as  are 
here  assumed,  an  increase  in  supply  tends  to  cause  a  decrease  in 
price  and  an  increase  in  the  quantity  exchanged. 

The  harvests  furnish  a  good  illustration  of  this  generalization. 
During  the  growing  season  the  wheat  market  receives  frequent 
reports  as  to  the  area  planted  to  wheat,  the  progress  of  the  crop, 
weather,  rainfall,  and  other  conditions  affecting  the  future  harvest. 
On  the  strength  of  these  reports,  sellers  determine  what  quantities 
they  can  offer  at  various  prices ;  that  is,  they  determine  the  supply. 
A  succession  of  favorable  reports  will  thus  increase  the  supply  on 
the  market,  whereupon  the  price  will  fall  and  the  amount  sold  will 
increase.  Every  observer  of  the  market  will  recognize  this  rela- 
tion between  supply  and  price  and  quantity  exchanged.  Follow- 
ing the  high  prices  of  1920,  there  came  a  distinct  fall  in  automobile 
prices  a  few  years  later.  There  were  other  causes,  but  one  of  the 
most  important  was  the  increased  supply  offered  by  the  manufac- 
turers and  dealers. 

Everyone  knows  that  prices  in  the  city  meat  and  fresh  vege- 
table markets  go  tumbling  down  on  Saturday  afternoon  and  eve- 
ning. Why  is  this  ?  It  is  certainly  not  on  account  of  a  decrease 
in  demand.  Housewives  are  laying  in  their  supplies  for  over  Sun- 
day, and  the  demand  is,  if  anything,  greater  than  on  other  days. 
The  reason  is  that  the  dealers,  knowing  that  much  of  their  stocks 
will  not  keep  till  Monday,  are  offering  to  sell  at  greatly  reduced 
prices.  Stated  in  terms  of  supply,  at  any  given  price  they  are 
offering  greater  quantities  than  earlier  in  the  week.  This  means 
that  the  supply  has  increased ;  hence  the  fall  in  price  and  the  brisk 
selling.  This  example  also  brings  out  the  difference  between 
supply  and  stock  on  hand,  to  which  attention  has  been  called. 
The  dealers'  stocks  on  Saturday  evening  are  not  larger  than  usual ; 
indeed,  as  the  evening  wears  on  they  become  smaller.  Yet  supply 
increases  and  the  price  falls. 
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The  following  quotations  give  practical  evidence  of  the  Influence 
of  increased  supply  upon  price  and  of  the  keen  interest  of  business 
men  in  these  matters. 

"  CANNERS  WORRY  OVER  BIG  OUTPUT.  Estimates  based  on 
returns  from  the  tomato,  sweet  corn,  and  pea  crops  indicate  the 
production  of  canned  vegetables  this  year  will  be  the  second 
largest  recorded.  Recent  grocery  cost  analyses  have  raised 
doubts  as  to  present  methods  of  handling  canned  goods  by 
grocers.  How  far  have  these  doubts  spread  ?  What  is  the  retail 
grocer's  attitude  ?  Will  the  demand  be  slower  in  the  face  of  this 
bumper  output  ?  The  canners  and  wholesalers  want  answers  to 
these  queries."  ^ 

"  CEMENT  didn't  ;  LUMBER,  BRICK  DID.  Had  the  ccmcnt  in- 
dustry adopted  lumber's  new  policy  of  '  production  for  sale ' 
rather  than  '  sell  the  production,'  prices  in  the  unusually  stable 
cement  market  might  not  have  taken  the  sensational  tumble 
they  did  early  this  month.  Smaller  demand,  steady  production, 
mounting  stocks,  and  keen  competition,  both  domestic  and  foreign, 
suddenly  brought  about  mill  cuts  of  lOf^  to  20^  per  barrel,  with 
dealers  following  suit. 

"  That  the  industry  needs  to  get  a  large  part  of  itself  together 
into  a  United  States  Cement  Corporation  is  suggested  by  the  fact 
that  only  74%  of  capacity  was  needed  last  year  to  supply  the  record 
demand  of  176,000,000  barrels.  The  rate  in  1927  was  73.9%  and 
for  the  twelve  months  ended  July  31,  1929,  only,  68.9%.  All  that 
is  necessary  to  glut  the  market  is  to  put  this  surplus  capacity  to 
work. 

"  Faced  by  a  somewhat  similar  problem  the  lumber  and  brick 
industries  decided  to  solve  it  by  the  modern  method  of  fitting  pro- 
duction to  demand.  Throughout  the  year,  West  Coast  mills 
have  maintained  a  5.1%  preponderance  of  orders  over  output,  and 
mill  stocks  have  shrunk  sharply.  Brick  interest  in  the  Great  New 
York  district,  finding  foreign  competition  likely  to  break  the 
market,  closed  sixteen  of  the  nineteen  yards  in  this  district,  with 

1  The  Business  Week,  September  21,  1929,  p.  11. 
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the  result  that  prices  rose  50^  last  month.     This  despite  a  demand 
only  half  that  of  a  year  ago. 

"  Whatever  name  this  solution  goes  by  and  however  it  may  be 
to  the  Department  of  Justice,  it  is  effective  in  maintaining  price 
levels  under  trying  circumstances."  ^ 

In  connection  with  the  cement  market,  the  following  figures  are 
significant  (the  quantities  are  monthly  averages  for  the  respective 
years) :  ^ 

Portland  Cement 


Year 

Production 

Shipments 

Stocks  at 
end  of  month 

Wholesale 
prices 

1923 
1924 
1925 
1926 
1927 
1928 

11,448,000 
12,405,000 
13,434,000 
13,673,000 
14,326,000 
14,664,000 

11,324,000 
12,146,000 
13,060,000 
13,482,000 
14,244,000 
14,621,000 

9,258,000 
13,178,000 
16,055,000 
18,886,000 
19,955,000 
22,692,000 

1.881 
1.843 
1.789 
1.744 
1.686 
1.672 

^  dft^fPi^go  in  giipply  By  precisely  analogous  reasoning  we 
arrive  at  the  generalization  that,  other  things  remaining  equal, 
a  decrease  in  supply  causes  a  rise  in  price  and  a  decrease  in  the 
quantity  exchanged. 

The  harvests  furnish  practical  illustrations  of  this  principle, 
as  they  do  of  the  effects  of  an  increase  in  supply.  Crop  failures 
or  adverse  reports  on  crop  conditions  always  reduce  the  supply, 
and,  other  things  being  equal,  the  result  is  a  rise  in  price  and  a 
falling  off  in  sales.  The  city  of  Santo  Domingo  depends  for  its 
stock  of  flour  almost  entirely  upon  imports.  It  happened  one 
week  during  the  World  War  that  the  arrivals  of  the  regular  ships 
were  greatly  delayed.  The  merchant's  stocks  were  rapidly  ex- 
hausted ;  the  quantity  obtainable  from  sellers  at  any  given  price 
rapidly  declined.  The  supply  decreased,  the  price  of  flour  went 
soaring,  and  the  quantity  sold  quickly  declined. 

Examples  of  the  sort  of  events  which  tend  to  reduce  the  supply 

1  The  Business  Week,  September  14,  1929,  p.  13. 

*  United  States  Census,  Survey  of  Current  Business,  Aug.  1929,  p.  75 ;  Oct.  1929. 
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of  wheat  and  so  to  increase  its  price  are  presented  in  the  following 
quotations  from  an  article  by  James  A.  Patten,  himself  the  father 
of  one  of  the  greatest  wheat  corners  on  the  Chicago  Board  of 
Trade :  "in  the  Argentine,  they  commence  to  gather  the  wheat 
crop  in  November,  and  prior  to  that  time  I  received  word  of  a 
heavy  frost  down  there.     It  was  no  secret." 

"  About  the  end  of  August  of  1908,  Canada  had  a  heavy  frost. 
There  were  conflicting  reports  concerning  that  situation,  too,  but 
time  showed  that  there  had  been  a  great  deal  of  damage  to  the 
grain  standing  in  the  fields  in  the  country  to  the  north  of 
us."  1 

"  Though  reports  of  black  rust  had  seemed  more  important  to 
the  grain  trade  than  the  assassination  of  the  Archduke  Ferdinand, 
when  that  tragedy  occurred  realization  came  with  the  successive 
declarations  of  war  that  occurred  in  August. 

"  In  December  the  European  demand  sent  the  price  up  to  $1.28|^. 
During  these  months  the  fluctuations  had  been  caused  by  the  same 
facts  that  became  first  page  headlines  in  the  newspapers :  the  news 
that  Turkey  would  join  Germany  and  Austria  sent  the  price  up 
because  it  was  realized  this  meant  shutting  off  the  Russian  supply 
of  wheat  by  the  closing  of  the  Dardanelles  .  .  .  the  capture 
of  a  Turkish  fort  would  send  it  down  again ;  the  sinking  of  two  or 
three  Allied  warships  would  send  it  up;  and  so  it  went.  The 
situation  in  the  Dardanelles  was  always,  throughout  the  war, 
a  subject  of  great  interest  in  the  Chicago  grain  market."  ^ 

The  retail  egg  market.  The  reader  may  find  it  instructive  to 
compare  the  history  of  the  hypothetical  egg  market  which  has 
served  us  for  illustrative  purposes  with  the  records  of  an  actual 
egg  market.  The  egg  market  is  decidedly  seasonal,  although  the 
placing  of  eggs  in  storage  and  the  withdrawal  of  eggs  from  storage 
in  periods  of  flush  and  slack  production  have  tended  to  even  out 
the  supply  during  the  year. 

The  interrelation  of  these  factors  of  production  and  price  are 
clearly  illustrated  by  the  experience  in  the  wholesale  egg  market 

1  J.  A.  Patten,  "  In  the  Wheat  Pit,"  Saturday  Evening  Post,  Sept.  3,  1927,  p.  3. 
*  Ibid.,  Nov.  5,  1927,  p.  29. 
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in  New  York  City.  In  1923,  for  example,  receipts  of  eggs  rose  from 
about  400,000  cases  in  January  to  almost  1,150,000  cases  in  May. 
From  this  peak,  receipts  declined  steadily  until  a  low  point  of 
about  250,000  cases  was  reached  in  November  and  December. 
The  price  of  eggs  in  this  market  was  about  42  cents  a  dozen  in 
January.  Under  the  steady  influence  of  increasing  supply,  the 
price  dropped  off  during  the  spring  to  a  low  point  of  25  cents  a 
dozen  in  June.  Part  of  the  excess  production  of  the  spring  and 
early  summer  was  withdrawn  from  the  market  for  cold  storage. 
Storage  holdings  were  practically  exhausted  on  the  first  of  March ; 
during  March  they  increased  slightly.  They  accumulated  rapidly 
during  April,  May  and  June,  when  prices  were  low,  and  reached 
a  peak  in  July  and  August  of  about  1,650,000  cases.  As  receipts 
began  to  fall  off  during  the  late  summer,  the  price  of  eggs  gradually 
rose  and  storage  holdings  gradually  declined.  The  price  was  29 
cents  in  August.  It  rose  steadily  during  September  and  October 
and  reached  the  high  price  of  53  cents  a  dozen  in  November. 
Storage  holdings  declined  from  approximately  1,600,000  cases  in 
September  to  about  800,000  cases  in  November,  to  275,000  cases 
in  January,  and  to  practically  zero  on  March  1.  During  these 
winter  months  the  price  of  eggs  although  gradually  declining 
nevertheless  maintained  a  relatively  high  level  as  compared  with 
summer  prices.^ 

When  the  quantity  is  fixed  by  a  sole  buyer.  The  reader  will 
not  have  failed  to  observe  that  the  conclusions  reached  as  to  the 
effects  of  changes  of  demand  and  supply  upon  price  and  quantity 
exchanged  were  in  direct  consequence  of  the  respective  slopes  of 
the  demand  and  supply  curves.  Before,  drawing  a  general  con- 
clusion we  must  take  account  therefore  of  the  peculiar  condition 
of  demand  which  gives  rise  to  a  vertical  demand  curve,  as  for 
example  when  a  sole  buyer  calls  upon  competing  sellers  for  bids  to 
furnish  a  certain  quantity  of  some  article,  as  illustrated  in  Figure 
19.  Without  following  through  the  whole  analysis  in  detail,  it 
should  be  clear  from  a  glance  at  the  diagram  that  the  vertical 

1  This  account  is  adapted  from  H.  B.  Vanderblue,  Economic  Principles,  A  Case 
Book,  1927,  pp.  110-116. 
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Quantities 

Fig.  19 


position  of  the  demand  curve  makes  no  difference  in  the  con- 
clusions which  we  have  previously  reached,  save  for  the  one  excep- 
tion that  changes  in  supply  alone  can  obviously  not  cause  any 

change  in  the  quantity  ex- 
changed. 

Price  fixed  by  a  sole 
buyer.  As  regards  the  case 
of  the  sole  buyer  who  fixes 
the  price  at  which  he  will 
buy,  there  is  no  question 
of  a  change  in  price  to  be 
caused  by  changes  in  de- 
mand or  supply.  All  that 
has  to  be  considered  is  the 
effect  of  a  change  of  supply 
upon  the  quantity  exchanged,  which  will  conform  to  the  conclusion 
we  have  already  reached,  and  the  further  observation  that  a 
change  in  the  price  offered  by  the  buyer  will  cause  a  like  change 
in  the  quantity  sold,  as 
illustrated  by  moving  the 
line  ab  in  Figure  20  up  or 
down. 

Conclusion.  The  conclu- 
sions  thus  far  separately  -g 
arrived  at  may  be  gathered 
together  in  a  single  general- 
ization, as  follows :  WherL. 
there  is  covipetition  of  sellers 
and  a  condition  of  increasing 
costs,  (1)  a  change  in  the 
magnitude  of  demand  tends  to  cause  a  like  change  in  price  and 
a  change  in  the  magnitude  of  supply  tends  to  cause  an  opposite 
change  in  price,  except  when  price  is  fixed  by  tlie  decision  of 
a  sole  buyer;  (2)  a  change  in  the  mngnitude  of  either  demand 
or  supply  tends  to  cause  a  like  change  in  the  quantity  ex- 
changed, except  when  the  quantity  is  fixed  by  a  sole  buyer. 


Quantities 

Fig.  20 
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EXERCISES 

1.  Draw  up  an  assumed  schedule  of  the  supply  of  potatoes  in  a  small  city 
market,  and  construct  the  corresponding  supply  curve. 

2.  Look  up  the  stock  market  report  in  any  newspaper,  and  note  the  num- 
ber of  shares  of  the  stock  of  the  Pennsylvania  Railroad  sold  on  that  day,  also 
the  opening  price,  the  closing  price,  the  high  price,  and  the  low  price  for  the 
day.  Construct  what  you  would  consider  a  probable  supply  schedule  for 
this  stock  at  the  opening  of  the  exchange  on  that  day. 

3.  State  and  explain  the  law  of  supply.  Why  does  the  supply  curve  nor- 
mally slope  upward  from  left  to  right  ? 

4.  A  bankrupt  nobleman  decides  to  sell  at  auction  a  unique  painting  by 
an  old  master.  Draw  the  appropriate  supply  curve.  What  determines  the 
two  extremities  of  this  curve? 

5.  Name  five  articles  which  you  would  suppose  would  have  an  inelastic 
sale,  and  explain  each. 

6.  Can  you  reach  any  conclusion,  from  reading  the  newspaper  market 
reports,  as  to  whether  the  sale  of  wheat  in  a  large  city  market  is  elastic  or 
inelastic?     How  about  the  sale  of  United  States  Steel  Corporation  stock? 

7.  Using  the  definitions  of  demand  and  supply  as  adopted  in  this  book, 
which  of  the  following  expressions  is  permissible  and  which  is  not  permissible? 
Explain  your  answer  in  each  case. 

(a)  The  demand  for  automobiles  exceeds  the  supply. 

(6)  The  demand  for  straw  hats  is  less  than  usual  this  spring. 

(c)  The  greater  the  demand,  the  higher  the  price. 

(d)  Demand  and  supply  are  equal  at  the  market  price. 

(e)  A  drouth  in  the  Middle  West  will  decrease  the  supply  of  wheat. 
(/)   A  change  in  fashion  may  increase  the  demand  for  white  shoes. 
(g)  The  higher  the  price,  the  less  the  demand. 

8.  Read  the  market  reports  in  any  newspaper  and  mark  the  words  "de- 
mand" and  "supply"  wherever  they  occur.  Try  to  frame  a  definition  to  fit 
the  word  as  used  in  each  case,  noting  especially  whether  the  words  are  used 
according  to  the  definitions  adopted  in  this  book. 


CHAPTER  XV 

COMPETITIVE  PRICES   (Continued) 

When  demand  and  supply  both  change.  The  generalization 
with  which  the  preceding  chapter  closed  covers  all  possible  changes 
in  either  demand  or  supply.  It  is  stated  as  a  tendency,  meaning 
that  the  results  indicated  will  follow  the  respective  causes  unless 
some  other  cause  interferes  ;  that  is,  if  other  things  are  equal.  In 
the  illustrations  thus  far  used  we  have  assumed  that  other  things 
were  equal  and  have  tested  all  possible  changes  of  demand  or  of 
supply,  the  other  factor  remaining  unchanged.  But  it  is  quite 
possible  and  normal  that  changes  in  both  factors  occur  at  the 
same  time.  The  hens  may  lay  more  eggs,  thus  increasing  the 
supply,  at  the  same  time  that  the  approach  of  hot  weather  causes 
a  decline  in  demand.  Or  both  demand  and  supply  may  either 
increase  or  decrease  simultaneously.  In  such  cases  the  effect  is 
the  resultant  of  the  two  influences,  operating  in  accordance  with 
the  general  law  as  stated  above. 

Thus,  let  us  suppose  (1)  that  the  demand  increases  while  the 
supply  decreases.  Since  the  tendency  of  either  change  alone  is 
to  increase  price,  the  combined  effect  will  be  an  increase  in  price 
greater  than  would  have  resulted  from  either  change  alone.__As 
regards  the  quantity  exchanged,  the  two  causes  tend  to  neutralize 
each  other.  Whether  the  quantity  increases  or  decreases  will 
depend  upon  the  relative  changes  in  demand  and  supply.  They 
may  be  such  as  exactly  to  neutralize  each  other,  leaving  the  quan- 
tity exchanged  the  same  as  before.  These  relations  are  illustrated 
graphically  in  Figure  21,  where  dd  and  ss  represent  respectively 
the  original  demand  and  supply,  while  d'd'  and  s's'  show  the  situa- 
tion at  the  later  date. 

Similar  demonstration  of  the  other  possible  combinations  is 
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probably  unnecessary.     The  conclusions  may  be  stated  as  follows : 
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to  lower  the  price,  would  in  combination  cause  a  decline  in  price 
greater  than  would  have  been  accomplished  by  either  acting  alone. 
On  the  other  hand,  these  forces  tend  to  neutralize  each  other  as 
regards  the  quantity  exchanged,  which  according  to  circumstances, 
may  be  increased  or  decreased  or  remain  unchanged.  (3)  Simul- 
taneous increases  in  demand  and  supply  tend  to  neutralize  each 
other  as  regards  their  effect  on  price,  which  may  rise  or  fall  or 
remain  unchanged.  Since  either  of  the  causes  now  under  con- 
sideration would,  if  acting  alone,  tend  to  an  increase  in  the  quan- 
tity exchanged,  theh  combined  effect  must  be  an  increase,  and  a 
greater  increase  than  would  have  been  caused  by  either  alone. 
(4)  Simultaneous  decreases  in  demand  and  supply  tend,  as  regards 
price,  to  neutralize  each  other,  the  resulting  price  being  higher 
or  lower  than  the  original  price,  according  to  whether  the  pre- 
^9M^^^t  change  is  in  supply  or  in  demand,  or  being  the  same 
,as  the  original  price  when  the  two  changes  exactly  offset  each 
other.  On  the  other  hand,  since  either  of  these  causes  alone  would 
tend  to  a  fall  in  the  quantity  exchanged,  the  two  together  must 
cause  a  fall,  and  a  greater  fall  than  would  have  resulted  from 
either  change  alone. 
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The  reader  who  has  followed  the  discussion  to  this  point,  will 
recognize  that  no  complications  with  respect  to  the  foregoing  con- 
clusions occur  in  connection  with  the  peculiar  cases  where  a  sole 
buyer  controls  either  the  quantity  exchanged  or  the  price. 

Practical  illustrations :  opposite  changes  in  demand  and  supply.^ 
The  operation  of  these  forces  in  various  combinations  may  be 
observed  at  all  times  in  the  world  of  business  and  everyday  life. 
For  example  consider  the  present  prices  of  genuine  antique  oriental 
rugs  in  the  United  States  as  compared  with  the  prices  that  prevailed 
in  the  late  years  of  the  nineteenth  century.  It  is  common  observa- 
tion that  the  prices  have  increased  enormously.  The  explanation 
must  be  sought  in  changes  in  demand  or  supply  or  both.  It  is  well 
known  that  the  demand  for  oriental  rugs  has  increased  greatly. 
Never  before  was  there  such  appreciation  of  the  beauty  and  dura- 
bility of  these  rugs.  Never  before  were  so  many  Americans  will- 
ing to  pay  good  prices  for  them.  The  quantity  of  any  particular 
grade  of  rug  that  could  be  sold  at  any  given  price  is  greater  than 
ever  before ;  that  is,  the  demand  is  greater.  On  the  other  hand 
the  supply  has  declined.  The  World  War  was  a  disturbing  factor, 
and  even  before  that  makers  and  traders  had  been  diverted  to  the 
production  of  cheap  modern  imitations  of  the  genuine  antiques. 
These  two  changes,  an  increased  demand  and  a  decreased  supply, 
have  acted  together  to  cause  the  increase  in  prices. 

The  retail  market  for  fur  garments  in  midsummer,  as  compared 
with  the  winter  market,  furnishes  a  good  illustration  of  the  opposite 
combination  of  changes  in  demand  and  supply.  Of  course  people 
do  not  wear  furs  to  any  great  extent  in  summer.  Only  those  buyers 
will  be  in  the  market  who  are  foresightedly  providing  for  their 
coming  winter  needs.     Both  the  number  of  the  buyers  and  their 

1  The  reader  has  been  reminded  (see  Chapter  XI)  that  there  has  been  a  remark- 
able increase  of  prices  in  general  since  the  latter  years  of  the  nineteenth  century. 
This  is  to  be  regarded  as  due  to  simultaneous  changes  in  the  demand  and  supply 
of  all  goods  consequent  upon  a  depreciation  in  the  value  of  the  monetary  unit. 
This  is  a  topic  whose  full  investigation  must  be  postponed  to  a  later  chapter,  follow- 
ing our  study  of  money  and  banking.  For  the  present  however  the  reader  must  be 
reminded  that,  when  speaking  of  increases  or  decreases  of  prices  of  particular  goods 
in  the  following  pages  of  this  chapter,  we  refer  to  changes  over  and  above  the  changes 
in  the  general  price  level  affecting  all  goods  alike ;  i.e.,  we  eUminate  the  changes  in 
the  general  price  level. 
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eagerness  to  buy  will  be  less  than  it  was  in  the  winter.  In  other 
words,  the  demand  will  be  less.  How  is  it  with  supply?  The 
dealers  are  anxious  to  stimulate  business  in  their  dull  season ;  they 
want  to  keep  their  store  and  office  forces  busy ;  they  want  to  keep 
their  capital  turning  over ;  they  need  money  to  meet  current  ex- 
penses. For  such  reasons  they  are  willing  to  sell  more  cheaply  than 
in  winter.  In  other  words,  at  any  given  price  the  quantity  for 
sale  will  be  greater;  that  is,  there  is  an  increased  supply.  The 
combination  of  decreased  demand  and  increased  supply  is  the  suffi- 
cient explanation  of  the  low  prices  which  reward  the  thrifty  summer 
buyer  of  next  winter's  furs. 

As  regards  the  quantity  exchanged,  the  market  for  oriental  rugs 
and  the  summer  fur  market  are  examples  of  changes  in  demand  and 
supply  whose  effects  upon  the  quantity  sold  tend  to  offset  each  other. 

Like  changes  in  demand  and  supply.  Economic  history  fur- 
nishes striking  examples  of  the  tendency  of  like  changes  in  demand 
and  supply  to  counteract  each  other  in  their  effects  on  price. 
Before  the  industrial  revolution,  cotton  and  woollen  textiles  were 
produced  by  primitive  methods  and  at  great  cost.  Producers,  gov- 
erned by  costs,  could  offer  only  a  small  and  limited  supply.  Since 
then  the  effect  of  invention  in  the  textile  industry  ^  has  revolu- 
tionized the  methods  of  production  through  the  use  of  labor  saving 
machinery,  with  consequent  extraordinary  reduction  in  costs.  The 
result  is  a  supply  of  such  goods  that  makes  the  early  supply  appear 
utterly  trivial.  Prices  have  been  greatly  reduced,  in  spite  of  the 
increased  demand  of  growing  population,  and  the  quantities  ex- 
changed have  increased  as  the  goods  have  come  within  the  reach 
of  the  masses  of  people.  Here  the  increased  supply  has  been  the 
dominant  influence. 

The  following  are  recent  practical  examples  : 

"The  production  of  refined  copper  increased  from  122,723 
short  tons  in  Jan.  1928  to  154,472  tons  in  Jan.  1929.  Production 
reached  a  peak  of  163,561  tons  in  March  1929.  That  demand  was 
more  than  sufficient  to  absorb  this  increased  production  is  shown 
by  the  decline  in  stocks  of  refined  copper  from  96,476  short  tons 

» See  Chapter  IV. 
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in  Jan.  1928  to  52,968.  The  price  of  copper  ingot  electrolytic 
in  New  York  rose  steadily  from  13.85  cents  a  pound  in  Jan.  1928  to 
21.26  cents  per  pound  in  Jan.  1929." 

"  Since  April  copper  consumption  has  declined.  In  spite  of  a 
decline  in  production  from  161,285  tons  in  April  to  148,648  tons 
in  August,  copper  stocks  increased  from  57,494  tons  to  104,372 
tons  over  the  same  period.  The  price  of  copper  ingots,  electrolytic, 
has  sagged  to  17.78  cents  per  pound."  ^ 

"  The  production  of  crude  petroleum  in  the  United  States  in- 
creased from  a  monthly  average  of  39,349,000  in  1921  to  75,030,000 
barrels  per  month  in  1928.  Imports  declined  from  10,447,000 
barrels  per  month  in  1921  to  6,632,000  in  1928.  This  rapidly  in- 
creasing potential  supply  outstripped  the  increase  in  consumption 
as  indicated  by  run  to  stills  of  from  36,947,000  barrels  per  month 
in  1921  to  76,061,000  barrels  per  month  in  1928.  Stocks  east  of 
California  rose  from  179,888,000  barrels  in  1921  to  368,026,000 
in  1928  and  the  price  at  wells  in  Kansas  and  Oklahoma  dropped 
from  $1,704  a  barrel  in  1921  to  SI. 203  a  barrel  in  1928."  ^ 

Even  in  agriculture,  where  the  despotic  sway  of  the  law  of 
increasing  costs  would  at  first  sight  seem  to  offer  little  hope  of 
increased  product  without  increase  in  price,  we  find  the  historical 
record  by  no  means  so  discouraging.  Without  changes  in  the 
conditions  of  supply,  increase  in  demand  with  increased  popula- 
tion would  have  led  to  ruinous  prices  of  agricultural  products.  As 
a  matter  of  fact  there  have  been  epoch-making  changes  in  the 
conditions  of  supply.  The  history  of  agriculture  discloses  impor- 
tant discoveries  of  new  machines  and  new  processes.  The  three- 
field  system  of  cultivation  employed  on  the  medieval  manor  was 
not  the  most  efficient.  Later  discoveries  in  the  scientific  rotation 
of  crops  and  the  scientific  use  of  fertilizers  have  made  possible  an 
increased  product  at  a  lower  cost.  Modern  labor-saving  agricul- 
tural machinery  has  had  the  same  effect.  Thus  invention  from 
time  to  time  pushes  the  supply  curve  to  the  right,  tending  to 
counteract  the  constant  increase  of  demand. 

*  United  States  Census,  Survey  of  Current  Business,  Aug.  1929,  p.  44. 
2 /bid.,  p.  51. 
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Within  a  remarkably  short  lapse  of  time  the  automobile  has 
virtually  replaced  the  horse  for  pleasure  driving  and  only  slightly 
less  completely  for  business  purposes.  The  demand  for  harness 
for  driving  horses  in  the  United  States  is  only  a  fraction  of  what 
it  was,  say  at  the  beginning  of  the  present  century.  Has  this 
decline  in  demand  caused  a  fall  in  the  prices  of  harness  ?  Evidently 
not.  A  harness  today  costs  no  less  than  it  did  in  1900.  This 
result,  in  the  face  of  the  virtual  disappearance  of  demand,  some- 
times seems  a  strange  thing.  We  have  the  answer  in  the  law  of 
price.  A  change  in  demand  may  be  neutralized  by  a  change  in 
supply.  With  the  advent  of  the  automobile,  the  making  of  har- 
ness for  driving  horses  declined.  The  supply  declined  and  thus 
offset  the  decline  in  demand.  Price  has  not  greatly  changed, 
while  the  quantity  exchanged,  affected  by  both  influences,  has 
declined  to  a  relatively  small  amount. 

The  most  perfect  examples  of  changes  in  demand  and  supply 
v\'hich  neutralize  each  other  arise  in  connection  with  variations 
in  the  value  of  money.  This  subject  will  be  investigated  in  a  later 
chapter.  The  reader  is  now  merely  reminded  that  he  will  later 
find,  in  the  study  of  money  and  prices,  additional  material  having 
an  important  bearing  on  price  changes,  acting  always  however 
through  the  media  of  demand  and  supply  and  cost  of  production. 

Competitive  price  under  conditions  of  constant  cost.  Thus  far 
our  investigation  of  the  problem  of  competitive  price  has  been 
confined  to  those  goods  which  are  produced  under  conditions  of 
increasing  costs.  The  conditions  of  constant  and  decreasing  costs 
jgive  rise  to  distinct  price  problems,  which  we  must  now  examine. 
In  the  case  of  constant  costs,  the  essential  conditions  are  (1)  that  a 
limit  to  the  economies  of  large  scale  production  has  generally  been 
reached,  while  still  leaving  a  large  number  of  competing  enterprises, 
many  being  small  or  of  moderate  size,  and  (2)  that  there  is  not  here, 
as  in  agriculture,  anything  to  prevent  a  constant  influx  of  new 
IirQdueera.^as_lhe  market. demands  more  product.  The  separate 
producer,  as  usual,  looks  upon  the  prevailing  price  as  a  determined 
thing.  Each  furnishes  that  amount  of  the  product  at  which  he 
can^perate  at  maximum  eflSciency  on  the  basis  of  that  price; 
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he  stays  in  the  business  as  long  as  he  can  produce  profitably  at  that 
price,  and  new  producers  enter  when  they  see  the  opportunity  to 
produce  at  a  marginal  cost  not  greater  than  the  prevailing  price. 
WTiile  each  enterprise  may  be  subject  to  increasing  costs,  which 
would  follow  the  attempt  to  increase  materially  either  the  output 
of  the  existing  unit  or  its  size,  the  industry  as  a  whole  may  be  able 
to  enlarge  its  product  without  substantial  increase  in  unit  cost. 

In  place  of  a  normal 
'^-  ascending  supply  curve 

we  have  a  substan- 
tially horizontal  cost 
curve  (illustrated  by 
the  line  cc'  in  Figure 
22).  This  is  not  a 
supply  curve,  since  it 
fails  to  do  what  a 
supply  curve  must  do ; 
i.e.,  tell  the  respective 
quantities  that  would  be  offered  by  sellers  at  various  prices. 

In  such  a  market,  price  is  evidently  not  determined  by  demand 
ana  supply.  Price  is  determined  by  the  forces  on  the  seller's 
side  alone ;  i.e.,  by  cost  of  production,  so  long  as,  at  that  price, 
buyers  will  take  an  amount  within  the  limits  of  constant  cost. 
The  buyers,  on  the  other  hand,  through  their  demand,  determine 
the  quantity  exchanged.  This  is  illustrated  graphically  in  Figure 
22.  The  horizontal  cost  curve  cc'  indicates  that  at  a  price  of  Of 
sellers  would  offer  any  quantity  between  Oa  and  Ob.  The  inter- 
section of  this  curve  with  the  demand  curve  dd'  determined  the 
quantity  exchanged  at  Oe. 

As  has  already  been  indicated,  there  is  reason  to  believe  that 
there  is,  at  any  given  time,  a  considerable  part  of  the  field  of  manu- 
facture and  trade  subject  to  this  condition  of  constant  costs.  We 
have,  however,  to  remember  that  all  industries  depend  finally  for 
their  raw  materials  upon  the  extractive  industries,  which  are  sub- 
ject to  the  law  of  increasing  costs.  Coal,  iron,  wood,  leather, 
cotton,  and  so  on  —  none  of  these  materials  can  be  commanded 
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indefinitely  without  paying  higher  costs,  which  must  inevitably 
tend  to  increase  the  cost  of  the  finished  products  into  which  they 
enter.  There  must  therefore  be  in  every  industry  a  limit  beyond 
which  constant  costs  will  change  to  increasing  costs,  though  the 
imminence  of  this  change  may  be  more  or  less  remote. 

Competitive  price  under  the  conditions  of  decreasing  costs. 
In  those  industries  which  have  not  yet  reached  the  limits  of  the 
economies  of  large  scale  production,  in  which,  that  is,  the  existing 
business  units  have  not  attained  to  the  size  of  greatest  efficiency 
or  become  fully  utilized,  there  prevails  a  condition  of  decreasing 
costs.  This  is  best  exemplified  by  the  railroads,  the  telephone 
and  telegraph  business,  local  street  railways,  and  other  public 
utilities.     The  subject  has  been  developed  in  Chapter  XIII. 

Under  these  conditions  the  sellers  do  not  come  to  the  market 
under  normal  conditions  of  supply.  Each  producer  would  be  glad 
to  increase  his  output  without  definite  limit,  and  this  is  true  regard- 
less of  what  price  may  be  offered.  There  is,  therefore,  no  normal 
supply  curve,  telling  the  respective  quantities  which  would  be 
offered  at  various  prices.  All  we  have  in  its  place  is  a  curve  of 
average  costs,  which  shows,  for  each  price,  the  total  quantity 
which,  if  properly  distributed  among  the  sellers,  would  enable  them 
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to  come  off  without  a  loss.  The  meeting  on  the  market  of  this 
condition  with  the  demand  of  the  buyers  determines  nothing, 
neither  the  price  nor  the  quantity  that  will  be  exchanged.  Con- 
sider Figure  23. 
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The  intersection  of  the  cost  curve  c'  with  the  demand  curve  dd' 
shows  that  at  present  the  total  product  that  can  be  sold  is  not 
enough  to  enable  all  the  producers  to  operate  at  their  lowest 
possible  unit  cost,  but  it  tells  us  nothing  as  to  the  price  at  which  the 
product  will  be  offered  for  sale  or  the  amount  that  will  be  ex- 
changed. Of  course  the  goods  are  being  exchanged  for  certain 
sums  of  money,  but  there  is  no  settled  price.  The  situation  corre- 
sponds to  that  condition,  already  noted,  in  the  ordinary  market, 
in  which  a  few  scattered  sales  at  irregular  prices  may  take  place 
while  the  market  is  settling  down  to  its  equilibrium  and  before  the 
market  price  has  been  established.  Only  now  that  condition, 
instead  of  being  an  accidental  and  quickly  passing  phase,  is  the 
prevailing  state  and  may  continue  for  months  or  years.  In  short, 
when  a  condition  of  decreasing  costs  prevails,  with  competition, 
the  market  situation  is  indeterminate ;  there  is  no  answer  to  the 
problem  of  price. 

An  unstable  condition.  The  state  of  decreasing  costs  is  in  fact 
an  unstable  one.  It  means  that  the  organization  of  the  industry 
has  not  yet  reached  the  point  of  maximum  efficiency  and  lowest 
cost.  There  are  more  producers  in  the  field  than  are  necessary, 
and  not  all  of  their  enterprises  have  attained  to  the  most  efficient 
size  or  become  fully  utilized.  The  point  of  maximum  efficiency 
and  lowest  cost  —  the  equilibrium  point  —  can  be  attained  only 
if  the  total  product  is  further  increased  or  if  some  of  the  producers 
drop  out.  Each  producer  realizes  that  if  he  could  only  increase 
his  own  output  he  could  reduce  his  unit  cost  and  so,  as  the  result 
of  both  these  causes,  could  greatly  increase  his  profits.  He  is 
therefore  tempted  to  make  a  drive  for  his  competitor's  trade  by 
cutting  the  price.  To  any  one  of  his  competitors  the  loss  of  trade 
will  be  doubly  disastrous,  not  only  decreasing  the  amount  of  his 
sales  but  also  increasing  his  unit  cost.  He  must  fight  to  hold  his 
own,  and  the  only  way  to  meet  his  rival's  attack  is  himself  to  lower 
the  price. 

Thus  starts  a  price-cutting  war  which  has  no  counterpart  in 
agriculture,  for  example.  Price  cutting  among  farmers  has  a 
natural  limit  in  the  unwillingness  of  any  farmer  to  sell  for  less  than 
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his  marginal  cost,  which  will  be  made  higher,  not  lower,  if  he  suc- 
ceeds in  getting  trade  from  his  competitors  by  increasing  his  own 
production.  But  when  the  law  of  decreasing  costs  prevails,  there 
is  no  such  limit.  The  prevailing  price  may  be  equal  to  the  average 
cost,  at  which  producers  are  just  coming  out  even,  but  this  will 
not  deter  any  one  of  them  from  trying  to  increase  his  sales  by 
offering  to  sell  at  a  lower  price. 

And  price  cutting  will  not  cease  even  when  the  price  becomes 
actually  lower  than  cost  of  production.  The  reader  will  do  well 
to  recall  that  it  is  the  predominance  of  fixed  costs  in  the  total 
cost  of  production  which  gives  rise  to  the  condition  of  decreasing 
costs ;  and  it  is  this  also  which  induces  competitive  price  cutting 
even  after  the  price  has  fallen  below  any  producer's  average  cost 
of  production.  Let  us  suppose  that,  at  a  given  time,  a  manu- 
facturer is  turning  out  1,000,000  units  per  month  at  an  average 
cost  of  one  dollar,  made  up  of  the  following  parts :  interest  on 
investment,  40  cents,  other  fixed  costs,  25  cents,  variable  costs, 
35  cents.  Selling  for  less  than  one  dollar  is  selling  at  a  loss. 
However,  if  it  is  a  question  of  selling  below  one  dollar  or  not  at  all, 
the  manufacturer  will  go  on  selling  nevertheless.  At  a  price  of  65 
cents  for  example  he  gets  back  his  other  fixed  costs  and  variable 
costs,  and  has  5  cents  toward  interest.  But  while  he  is  thus  losing 
35  cents  on  each  unit,  this  is  better  than  losing  the  whole  40  cents 
of  interest  which  would  be  the  result  if  he  closed  up.  Interest 
represents  "  sunk  costs  " ;  they  have  been  incurred  once  and  for 
all ;  they  cannot  be  escaped  by  going  out  of  business.  They  are 
without  power  in  determining  the  limit  to  falling  prices  when 
once  competitive  price  cutting  gets  under  way  in  an  industry 
subject  to  decreasing  costs. 

And  now  we  reach  the  surprising  conclusion  that  if  the.4)xer 
vailing  price,  as  a  result  of  competition,  becomes  actually  lower^ 
tBan  the  cost  of  production,  the  price  cutting  is  accelerated  rather 
than  retarded.  Now  each  producer,  selUng  at  a  loss,  sees  that  the 
only  way  he  can  break  even  or  make  a  profit  is  further  to  increase 
his  sales  until  his  cost  of  production  comes  down  to  the  prevail? 
ing  price.     Before  the  motive  was  to  inciease  profits;    now  it  is 


334  ELEMENTARY   ECONOMICS 

to  avoid  losses.  Desperation  rules,  and  we  have  what  is  aptly 
called  "  cutthroat  competition."  The  price  is  forced  lower  and 
lower,  and  as  it  goes  down  the  quantity  sold  is  increased,  owing 
to  the  normal  state  of  demand,  but  this  increase  cannot  go  far 
enough  to  bring  equilibrium,  since  a  price  sufficient  to  induce 
buyers  to  take  the  necessary  quantity  would  be  lower  than  the 
lowest  possible  unit  cost  (see  Figure  23). 

It  must  not  be  inferred  from  the  foregoing  that  the  unstable  con- 
dition of  decreasing  costs  always  and  instantaneously  leads  to  the 
regime  of  cutthroat  competition.  There  is  today  a  growing 
tendency  among  business  men  to  seek  to  avoid  a  war  of  cutthroat 
competition.  If  conditions  are  on  the  whole  fairly  satisfactory, 
the  producers  do  not  always  attempt  to  squeeze  out  the  last  possi- 
ble dollar  of  profit,  even  though  their  plants  are  not  fully  utilized 
and  increased  output  might  make  possible  a  reduction  of  unit  cost. 
Producers  are  loathe  to  start  trouble  and  disorganize  the  industry 
by  cutting  prices.  They  are  willing  to  let  well  enough  alone.  And 
when  the  majority  so  feel,  they  preach  to  the  others  the  gospel  of 
"  live  and  let  live,"  building  up  a  sentiment  in  the  industry  against 
reckless  price  cutting.  Producers  may  even  go  a  long  ways 
toward  making  agreements  to  maintain  prices.  Since  the  condi- 
tion of  decreasing  costs  prevails  only  in  those  industries  where  pro- 
duction is  naturally  in  the  hands  of  a  relatively  few  powerful  pro- 
ducers, agreement  or  at  least  concerted  action  is  not  impossible. 
In  such  wise,  an  industry  may  go  on  for  years  in  apparent  harmony 
even  though  the  conditions  are  such  that  many  producers  might 
lower  costs  by  increasing  their  output. 

But  after  all  is  said,  the  condition  of  decreasing  costs  remains 
in  general  an  unstable  one,  likely  sooner  or  later  to  degenerate  into 
cutthroat  competition  leading  to  a  new  adjustment. 

Equilibrium.  The  first  steptowajd  equilibpi«m4&-taken-when 
one  or  more  of  the  competitors  gives  up  the  fight  and  ceases  pro- 
duction entirely.  This  enables  the  remaining  producers  to  in- 
crease their  respective  products  and  so  to  lower  their  costs.  As 
this  development  goes  on,  the  dwindling  company  of  survivors 
finally  reaches  the  point  where  their  enterprises  have  attained  the 
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size  of  maximum  efficiency  and  are  fully  utilized.  Then  the  cost 
curve  for  each  takes  the  ascending  shape  and  there  is  no  longer 
motive  to  cut  prices.  Equilibrium  has  been  reached,  and  a 
normal  condition  of  constant  or  increasing  costs  henceforth 
prevails. 

It  will  be  noted  that  equilibrium  is  attained  only  by  reducing 
the  number  of  the  producers,  the  reason  being  that,  until  concerns 
have  reached  the  size  of  maximum  efficiency  and  become  fully 
utilized,  production  is  cheaper  the  smaller  the  number  of  the  pro- 
ducers. How  far  this  reduction  of  producing  units  will  have  to  go 
before  equilibrium  is  reached  depends  upon  the  conditions  of  the 
particular  industry.  In  the  extreme  case  the  result  may  not  come 
until  all  producers  but  one  have  been  eliminated.  Decreasing 
cost  may  thus  lead  through  cutthroat  competition  to  monopoly. 
This  is  what  happens  generally  in  the  street  railway  business,  in 
the  local  telephone  business,  in  the  business  of  providing  water, 
gas,  and  electricity  to  a  city,  etc.  One  producer  can  furnish  the 
entire  service  more  cheaply  than  two  or  more.  In  the  majority 
of  industries  equilibrium  comes  before  absolute  monopoly  is 
reached,  and  we  have  a  few  great  corporations  or  trusts,  each  one 
about  as  large  as  can  be  successfully  operated  and  with  its  plant 
fully  utilized,  though  a  few  small  competitors  will  often  be  found 
content  to  take  the  business  left  by  the  great  concerns.  Several 
industries  in  America  are  today  in  this  state,  as,  for  example, 
petroleum  refining,  sugar  refining,  cigarette  manufacture,  auto- 
mobile manufacture,  etc.  Frequently  the  parties  to  cutthroat 
competition  do  not  wait  for  the  final  result  but  come  together  and 
either  by  voluntary  combinations  reduce  the  number  of  the  com- 
peting producers  or  by  mutual  agreements  put  a  limit  to  price 
cutting. 

Theory  and  practice.  Our  investigation  of  the  problem  of  com- 
petitive price  has  required  the  employment  of  hypothetical  assump- 
tions and  deductive  reasoning,  and  our  conclusions  may  appear  to 
wear  a  forbidding  aspect  of  abstraction.  There  are  those  who  are 
distrustful  of  such  generalizations.  It  may  not  be  amiss  at  this 
point  to  pause  for  a  somewhat  critical  examination  of  our  conclu- 
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sions  as  to  competitive  price  and  the  route  by  which  we  arrived 
thereat. 

A  scientific  law  is  a  statement  of  the  necessary  relation  between 
things,  or  a  statement  of  the  effect  which  tends  always  to  follow  a 
certain  cause.  Every  scientific  law  is  thus  a  statement  of  a  tend- 
ency ;  a  statement  that  a  certain  result  would  always  follow  if  cer- 
tain conditions  were  fulfilled.  If  the  conditions  are  not  precisely 
fulfilled,  the  result  does  not  necessarily  follow.  In  the  demonstra- 
tion and  statement  of  a  scientific  law  the  conditions  may  be  as- 
sumed with  a  precision  and  minuteness  which  can  never  be  obtained 
in  actual  practice.  There  is  thus  always  a  certain  discrepancy 
between  the  result  as  stated  in  the  law  and  the  way  things  work 
in  practice.  This  is  true  of  all  sciences  which  deal  with  practical 
affairs.  The  science  of  physics  contains  a  body  of  laws  whose  pre- 
cise statements  never  agree  exactly  with  the  way  things  work  for 
the  civil  engineer  who  has  a  railroad  bridge  to  build.  The  prac- 
tical chemist  must  always  expect  a  certain  difference  between  the 
actual  results  he  gets  and  the  precise  statements  of  his  formulae. 
This  does  not  mean  that  the  scientific  laws  are  false  or  inapplicable. 
All  scientific  law  is  hypothetical ;  if  certain  conditions  exist,  cer- 
tain results  will  follow.  The  conditions  are  precisely  stated.  But 
it  is  never  possible  to  include  in  such  statement  all  of  the  conditions 
that  will  be  found  operating  in  the  practical  case.  Every  scien- 
tific law  is,  in  some  degree  at  least,  an  abstraction.  Some  of  the 
more  exact  sciences,  such  as  physics,  chemistry,  and  astronomy, 
are  able  to  go  far  toward  the  ideal  of  a  complete  statement  of  all 
the  conditions.  Yet  there  is  always  something  in  the  practical 
result  that  could  not  be  exactly  foreseen  and  provided  for  in  the 
formula. 

These  truths  apply  to  all  sciences,  including  economics;  the 
various  sciences  differ  only  in  degree.  But  it  is  true  that  econom- 
ics labors  under  special  difficulties  in  this  respect,  and  we  cannot 
safely  neglect  the  task  of  examining  our  laws  of  competitive  price 
from  this  point  of  viev/. 

Market  price  and  the  perfect  market.  First  of  all  it  is  evident 
that  the  laws  of  price  which  we  have  developed  do  not  explain 
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every  individual  price  in  a  competitive  market.  Attention  has 
already  been  called  to  the  fact  that  irregular  scattering  prices  are 
likely  to  occur  before  the  market  settles  down  to  equilibrium  and 
that  isolated  irregular  prices  may  occur  at  any  time.  AJ*  perfect 
market  "  would  be  one  in  which  all  persons  interested  in  either 
buying  or  selling  the  good  were  in  uninterrupted  communication 
with  each  other  and  were  possessed  of  infinite  knowledge  of  all  the 
factors  affecting  demand  and  supply.  In  that  sort  of  market  the 
true  market  price  would  be  instantly  established  and  never  de- 
parted from,  and  the  laws  of  price  would  admit  no  margin  of  error. 
But  of  course  no  such  market  exists,  although  the  closeness  of  the 
approach  in  some  of  the  organized  markets  for  dealing  in  corpora- 
tion securities  and  certain  staple  commodities  would  surprise  the 
uninitiated.  Our  laws  relate  to  the  equilibrium,  or  prevailing,  or 
"market"  price;  they  do  not  deny  that  goods  are  exchanged 
from  time  to  time  at  other  prices,  for  whose  variations  there  may 
be  insufficient  explanation. 

The  student  must  also  remember  that  for  any  good  there  will 
generally  be,  not  one  market  and  one  market  price,  but  many 
markets  and  many  market  prices,  each  one  the  result  of  forces  of 
the  same  general  character  but  of  different  magnitudes  in  the  sev- 
eral markets.  The  prices  of  a  given  good  in  different  markets  will 
seldom  be  wholly  unrelated  to  each  other,  as  has  been  already  sug- 
gested, but  nevertheless  they  are  distinct  prices. 

Economic  friction.  We  must  also  note  the  presence  of  what  is 
called  "  economic  friction,"  by  which  is  meant  that  complex  of 
unknown  factors  which  it  is  not  possible  to  include  in  the  state- 
ment of  economic  laws.  These  factors  prevent  perfect  correspond- 
ence between  scientific  generalization  and  the  practical  event. 
The  action  of  the  laws  of  price  is  not  smooth  and  instantaneous. 
Prices  do  not  constantly  oscillate  back  and  forth  like  the  sensitive 
magnetic  needle  on  a  storm-tossed  ship.  A  considerable  time  may 
elapse  before  a  change  in  demand  or  in  supply  works  out  its  effect 
in  price  and  quantity  sold.  Small  changes  may  have  no  effect. 
Since  conditions  are  constantly  changing,  perfect  equilibrium  is 
seldom  reached  and  never  long  continued.     Even  the  tendency 
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toward  equilibrium  is  not  smooth,  regular,  and  constant,  like  the 
swinging  of  the  pendulum  back  and  forth  across  the  vertical  posi- 
tion or  the  oscillation  of  the  magnetic  needle.  The  economic 
adjustment  of  price  and  quantity  exchanged  is  more  or  less  irregu- 
lar ;  it  moves  jerkily  by  fits  and  starts.  An  analogy  may  be  found 
in  the  operation  of  any  machine.  Everyone  knows  that  the  speed 
of  an  automobile,  other  things  being  equal,  varies  with  the  quantity 
of  gas  delivered  to  the  motor.  A  smooth  curve  might  be  drawn 
showing  this  relation  for  any  particular  car.  Yet  in  actual  opera- 
tion the  correspondence  between  gas  and  speed  will  depart  con- 
siderably from  the  precise  continuous  relation  indicated  by  the 
curve.  It  will  be  impossible  to  detect  changes  in  speed  resulting 
from  addition  or  subtraction  of  a  small  fraction  of  a  drop  of  gaso- 
line. An  appreciable  amount  must  be  added  or  subtracted  to  get 
an  appreciable  effect.  And  even  then  the  effect  will  not  correspond 
exactly  to  the  quantity  of  gas.  There  is  play  in  the  motor  bear- 
ings and  in  the  transmission  gears.  The  traction  of  the  tires  on 
the  road  is  not  perfect  and  constant.  The  response  of  the  car  to 
the  throttle  will  not  be  absolutely  smooth  and  constant ;  it  will 
be  slightly  jerky  and  irregular. 

The  laws  of  price  on  the  stock  exchange.  Possibly  the  closest 
approach  to  a  perfect  market  in  the  world  is  the  New  York  Stock 
Exchange.  The  buying  and  selling  of  securities  in  this  market 
furnishes  excellent  illustration  of  all  the  laws  of  price.  It  also 
illustrates  the  lack  of  perfect  adjustment  of  cause  and  effect,  even 
in  the  most  nearly  perfect  market.  Soon  after  the  opening  of  the 
New  York  Stock  Exchange  at  ten  o'clock  on  the  morning  of  July 
28, 1924,  400  shares  of  the  common  stock  of  the  United  States  Steel 
Corporation  were  sold  at  a  price  of  101|.  Of  course  the  number 
of  shares  actually  bought  was  equal  to  the  number  sold.  But  we 
cannot  be  sure  that  there  were  not  some  sellers  willing  to  sell  at 
this  price  but  unable  to  find  buyers.  There  may  have  been  just 
one  buyer  calling  for  400  shares  and  offering  101|^.  If  two  or  three 
brokers  offered  to  sell  him  the  400  shares,  he  would  pick  one,  pre- 
sumably the  one  who  called  out  his  offer  first.  But  wouldn't  the 
others  at  once  offer  to  sell  at  a  lower  price?     Not  necessarily. 
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They  may  not  be  willing  to  take  a  lower  price,  preferring  to  wait 
in  anticipation  of  another  buyer  or  not  to  sell  at  all.  Conversely 
one  seller  may  have  offered  the  400  shares  at  101^  and  found  several 
buyers  willing  to  take  them  at  that  price  but  unwilling  to  offer 
more.  Furthermore  dealing  on  the  New  York  Stock  Exchange  is 
normally  in  100  share  lots,  and  this  obviously  prevents  a  smooth 
and  continuous  adjustment  of  quantity  exchanged.  So  we  have 
the  price  determined,  as  well  as  the  quantity  exchanged,  but  there 
is  not  a  perfect  "  clearing  of  the  market." 

A  little  later  this  morning  the  price  of  United  States  Steel  stock 
dropped  to  lOlf ,  with  a  sale  of  100  shares.  Then  it  went  back  to 
101|^,  and  900  shares  were  sold  at  that  price.  So  during  the  day 
the  price  oscillated  back  and  forth  between  a  high  point  of  104 
and  a  low  point  of  lOli ;  the  last  sale  of  the  day  was  at  the  highest 
price,  104.  During  the  day  46,200  shares  were  sold  (the  reports 
take  account  only  of  lots  of  100  shares  or  more).  The  price 
changed  sixty-four  times  during  the  day,  thirty-nine  times  in  the 
last  hour's  business,  between  2  and  3  p.m.,  when  trading  was  very 
active.  These  are  all  facts,  as  reported  on  the  stock  ticker.  They 
show  a  high  degree  of  adjustment  between  demand  and  supply 
and  price  and  quantity  exchanged,  yet  not  an  absolutely  perfect 
adjustment. 

Shall  we  discard  our  theory?  There  are  those  who  lose  all 
faith  in  the  general  principles  or  laws  of  economics  when  con- 
fronted with  facts  such  as  these.  We  hear  often  enough  :  "  What 
is  the  good  of  all  your  theories  if  they  don't  agree  with  the  facts  ?  " 
or  "  That  is  all  right  in  theory,  but  it  won't  work  in  practice." 
The  careful  student  of  any  science  will  not  fall  into  such  hasty 
conclusions.  He  will  realize  the  true  relation  between  a  scientific 
generalization  and  the  observed  facts.  He  will  see  that  there  is 
always  a  lack  of  perfect  correspondence,  a  certain  "  margin  of 
error."  But  he  will  not  therefore  throw  his  general  principles 
overboard.  He  will  simply  seek  to  determine  as  closely  as  possible 
the  margin  of  error  and  to  make  allowance  for  it.  Thus,  having 
learned  how  price  would  be  determined  under  ideal  conditions,  he 
is  ready  to  discover  the  discrepancies  in  practice,  to  explain  them, 
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and  perhaps  even  to  measure  and  allow  for  them.  To  throw  over- 
board our  economic  generalizations  and  their  graphical  illustra- 
tion, because  they  do  not  fit  perfectly  the  actual  facts,  would  be 
as  irrational  as  for  the  automobile  engineer  to  discard  for  the  same 
reason  his  curves  of  the  relation  between  quantity  of  gas  and  speed. 

Above  all  the  careful  student  will  not  make  the  foolish  statement 
that  some  principle  "  is  all  right  in  theory  but  won't  work  in  prac- 
tice." Any  generalization  which  "  won't  work  in  practice  "  is 
not  sound  theory.  But  lack  of  perfect  correspondence  between 
theory  and  practical  facts  does  not  mean  that  the  theory  will  not 
work.  In  spite  of  all  allowance  for  discrepancies,  it  cannot  be 
doubted  for  a  moment  that  demand  and  supply  did  determine  the 
prices  at  which  United  States  Steel  stock  was  sold  on  the  New  York 
Stock  Exchange  on  July  28,  1924.  There  can  be  no  doubt  that,  in 
spite  of  lack  of  perfect  adjustment,  the  quantity  of  a  good  offered 
for  sale  will  generally  vary  directly  with  the  price,  and  that  the 
quantity  which  buyers  will  choose  to  take  does,  by  and  large,  vary 
inversely  with  the  price.  Changes  in  demand  and  supply  cer- 
tainly do  have  the  effects  on  price  which  are  laid  down  in  our  laws. 
These  generalizations  are  true,  making  due  allowance  for  the 
margin  of  error.  They  are  also  practically  useful.  Hardheaded 
business  men,  the  first  to  recognize  their  lack  of  perfect  application, 
have  always  relied,  consciously  or  unconsciously,  on  the  economic 
laws  of  price,  and  the  up-to-date  business  man  is  going  to  greater 
lengths  than  ever  before  in  the  application  of  economic  theories  to 
the  practical  conduct  of  his  business. 

The  students  of  the  physical  sciences  and  the  practical  men  who 
work  in  those  fields  have  generally  outgrown  the  crude  notions 
about  "  theory  and  practice  "  which  still  make  trouble  in  economics 
and  business.  One  of  the  most  important  tasks  before  the  student 
of  economics  is  to  learn  the  real  meaning  of  economic  laws,  their 
proper  limitations,  and  the  way  to  apply  them  to  practical  prob- 
lems, realizing  that  only  by  precision  in  his  concepts  and  rigid 
accuracy  in  his  reasoning  can  he  achieve  success  as  a  student  of 
economics  or  gain  the  mastery  of  the  economic  forces  which  so 
largely  dominate  the  world  in  which  we  live. 
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The  business  man's  interest  in  the  supply  side  of  the  market. 

In  a  previous  chapter  ^  the  reader  was  reminded  of  the  keen  inter- 
est manifested  by  modern  business  men  in  the  demand  for  their 
products  and  of  their  endeavors  to  learn  all  they  can  about  demand 
and  to  influence  it  to  their  own  advantage.  To  the  business  man, 
demand  represents  the  reaction  of  his  customers  to  his  product  — 
the  buyer's  side  of  his  market.  But  he  is  no  less  interested  in  the 
seller's  side ;  that  is,  in  the  reactions  of  other  business  men,  his 
competitors,  not  only  in  the  same  line  of  production  but  in  other 
lines  which  may  compete  with  his  product  for  the  money  of  the 
consumer.  Business  men  are  thus  interested  in  average  and  mar- 
ginal costs  of  production,  in  capital  charges  and  overhead,  in  wage 
scales  and  costs  of  materials,  in  stocks  of  merchandise  on  hand, 
in  the  progress  of  goods  in  process  of  manufacture,  in  freight- 
charges,  and  so  on.  And  all  these  matters  interest  them,  not  only 
in  connection  with  their  own  enterprises,  but  with  respect  to  indus- 
try as  a  whole.  In  short,  they  desire  to  know  all  they  can  about 
production  and  supply,  realizing  that  these  are  factors  upon  which 
depend  the  prices  of  their  products  upon  the  market  and  the 
quantities  which  they  can  sell.  In  recent  years  well  organized 
efforts  are  being  made  to  ascertain  the  significant  facts  bearing 
upon  the  supply  side  of  the  market  of  all  important  products. 

Measurement  of  potential  supply.  Supply  has  been  defined  as 
the  schedule  of  the  respective  quantities  of  a  good  which  sellers  will 
choose  to  offer  at  all  possible  prices.  In  this  technical  sense, 
supply  is  not  capable  of  measurement.  It  depends  upon  the 
decisions  of  the  body  of  sellers  who  are  offering  any  particular 
commodity.  However,  these  decisions  are  in  the  long  run  predi- 
cated by  certain  definitely  measurable  conditions  surrounding 
any  particular  commodity.  The  most  important  of  these  condi- 
tions is  the  potential  supply,  or  stock,  of- the  commodity  which  is 
available  for  sale.  This  potential  supply  is  the  resultant  of  two 
factors;  viz.,  current  production  and  stocks  of  the  commodity 
produced  in  past  periods  but  still  unsold ;  these  stocks  are  given 
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Current  production  may  be  measured  in  physical  units,  such  as 
barrels  of  crude  petroleum,  bushels  of  wheat,  board  feet  of  lumber, 
etc.  It  is  sometimes  more  suggestive  to  present  the  changes  in 
current  production  by  means  of  index  numbers  expressing  the 
volume  of  current  production  of  some  other  period.  Index  num- 
bers therefore  indicate  by  what  percentage  current  production  is 
greater  or  less  than  the  production  of  some  selected  past  period. 
Similarly  stocks  on  hand  are  measured  both  in  terms  of  physical 
quantities  and  index  numbers.  But  even  these  data  fail  to  present 
the  complete  picture.  Properly  to  interpret  potential  supply,  it  is 
necessary  to  know  whether  stocks  on  hand  are  larger  than  normal 
and  whether  current  production  is  running  above  or  below 
normal. 

Normal  and  residual  changes.  To  permit  the  presentation  of 
these  data  clearly,  statistical  technique  has  developed  the  concepts 
of  long  time  movement  or  secular  trend,  seasonal  variation,  cycli- 
cal fluctuations,  and  residual  fluctuations.  These  concepts  make 
possible  definite  conceptions  of  what  is  normal. 

The  growth  of  population  and  the  increase  in  productive  output, 
with  the  resulting  elevation  in  standards  of  living,  provides  the 
basis  for  the  statistical  assumption  that  the  long  time  movement 
in  the  production  of  any  commodity  will  be  continued.  The  recur- 
rence of  seasons  with  their  influences  on  production  prayides  the 
bases  for  the  assumption  that  these  seasonal  variations  will  per- 
sist in  marked  degree  as  long  as  the  influences  of  weather  on  pro- 
duction continue.  Thus  combining  the  expected  effects  of  long 
time  movement  and  seasonal  variation  on  the  production  of  a  par- 
ticular commodity,  we  derive  a  measurable  concept  of  normal. 
It  then  becomes  possible  to  discover  whether  current  production 
at  any  particular  time  is  above  or  below  this  normal. 

By  the  use  of  these  devices,  the  seller  is  enabled  to  know  whether 
production  is  outrunning  consumption.  If  production  is  exceed- 
ing normal  expectations  and  stocks  on  hand  are  increasing,  poten- 
tial supply  is  increasing,  and  decreases  in  price  threaten.  If  on 
the  other  hand  production  is  above  normal  but  stocks  on  hand  are 
declining,  consumption  has  exceeded  past  expectations,  and  prices 
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can  be  expected  to  remain  stable  or  even  increase.  For  example, 
the  following  figures  show  a  recent  condition  of  increasing  produc- 
tion, increasing  stocks,  and  falling  price  in  the  gasoline  market 
(the  quantities  being  monthly  averages  for  the  respective  years, 
expressed  in  barrels) :  ^ 


1921 


1928 


Production,  raw  at  refineries 

10,225,000 

31,432,000 

Consumption 

8,960,000 

27,403,000 

Exports 

1,058,000 

4,302,000 

Stocks  at  end  of  month 

15,018,000 

33,759,000 

Price,  wholesale  at  New  York,  per  gal. 

$0,261 

$0,174 

Indexes  of  potential  supply.  While  the  seller  is  primarily  inter- 
ested in  his  own  particular  commodity,  he  is  not  immune  from 
developments  throughout  the  whole  range  of  business.  There 
are  available  for  his  purposes  elaborate  indexes  of  production 
and  stocks  on  hand,  summarized  by  large  classes,  of  which  the 
following  are  samples.  The  base  (100)  is  the  average  of  the 
period  1923-1925.  In  the  index  of  industrial  production  there 
has  been  an  adjustment  for  seasonal  variations. 

Index  of  Commodity  Stocks  at  End  of  Month  ^ 
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1929 

January 

138 

126 

107 

127 

152 

126 

112 

180 

145 

76 

160 

118 

148 

158 

161 

89 

125 

February 

136 

125 

100 

127 

154 

116 

112 

185 

136 

73 

178 

121 

145 

171 

144 

83 

113 

March 

133 

122 

95 

123 

157 

114 

105 

181 

117 

72 

186 

122 

141 

181 

128 

66 

105 

April 

127 

119 

98 

120 

147 

114 

102 

182 

104 

72 

191 

120 

133 

187 

99 

68 

99 

May 

121 

118 

100 

116 

142 

115 

101 

180 

99 

71 

199 

114 

124 

170 

92 

80 

96 

June 

119 

117 

112 

111 

145 

116 

98 

171 

94 

71 

199 

109 

119 

167 

80 

94 

96 

1  United  States  Census,  Survey  of  Current  Business,  Aug.,  1929,  p.  52. 
-Ibid.,  p.  24. 
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Index  of  Industrial  Production,  Manufactures  ^ 
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January 
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117 
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103 

122 

89 

154 

95 

134 

124 

159 

147 

131 

February 

117 

126 

113 

101 

123 

78 

152 

98 

123 

123 

161 

152 

129 

March 

120 

132 

116 

96 

125 

83 
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99 

135 

129 

160 

152 

126 

April 

123 

135 

120 

102 

122 

86 

157 

97 

127 

137 

166 

161 

142 

May 

124 

145 

121 

97 

126 

83  151 

101 

124 

137 

168 

159 

142 

June 

127 

155 

121 

96 
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—  166 

110 

126 
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— 

— 

— 

Decisions  of  sellers  are  predicated  not  only  on  the  potential 
supply  that  may  be  thrown  on  the  market  in  the  immediate  futm'e, 
but  also  on  the  supply  in  the  more  extended  future.  Thus  sellers 
look  to  more  general  indicators  than  those  of  current  production 
and  stocks  on  hand.  Thus  the  expansion  of  bank  deposits,  the 
import  or  export  of  gold,  the  policy  of  the  Federal  Reserve  Banks, 
the  activity  in  security  markets,  the  productivity  of  labor,  and 
the  policy  of  labor  organizations  represent  influences  acting  upon 
interest  cost,  wages,  prices  of  raw  materials,  freight  rates,  etc. 

Industries  producing  machinery,  tools,  and  raw  materials  enter- 
ing into  capital  equipment  are  removed  by  long  intervals  of  time 
from  the  sale  of  the  final  consumption  commodities  which  their 
machinery  helps  to  produce.  These  industries  are  consequently 
more  sensitive  to  changes  in  market  conditions  and  supply  than 
those  producing  more  immediately  consumable  products,  and 
their  production  data  are  therefore  regarded  as  providing  an  espe- 
cially useful  barometer  of  supply  in  the  more  distant  future. 
Thus  the  sustained  production  of  machine  tools  was  cited  in  the 
autumn  of  1929  as  an  indication  of  the  soundness  of  the  business 
situation  in  spite  of  the  drastic  decline  in  stock  prices  which 
occurred  in  October  and  November  of  that  vear.^ 


*  United  States  Census,  Survey  of  Current  Business,  Aug.  1929,  p.  22. 
2  See  United  States  Daily,  Nov.  16,  1929. 
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Seeking  control  of  supply.  The  business  man  may  carry  his 
interest  in  supply  a  step  further  still  and,  as  in  the  case  of  demand, 
cast  about  for  the  means  to  control  supply  to  his  own  ends.  Ex- 
cept in  the  case  of  the  few  great  combinations,  the  individual 
business  man  generally  realizes  that  he  can  alone  do  little  to 
affect  the  supply  or  the  general  cost  conditions  of  his  product, 
being,  as  it  is,  too  small  a  fraction  of  the  whole.  But  he  sees  that 
"through  common  action  by  all  competitors  in  his  line,  there  might 
emerge  agreements  as  to  prices,  division  of  territory,  uniformity 
in  sales  practices,  interchange  of  information  as  to  costs,  stocks  on 
hand,  orders  for  new  business,  etc.,  whereby  the  supply  might  be 
at  least  in  some  degree  subject  to  control  to  the  advantage  of  all 
producers.  It  is  here  that  the  business  man  sets  his  feet  on  the 
path  toward  monopoly  and  inclines  to  run  up  against  public 
opinion  and  the  law  through  action  "  in  restraint  of  trade." 

Competition.  Competition  is  not  popular  with  the  ordinary 
business  man.  Business  men  would  gladly  eliminate  or  reduce 
competition  as  it  affects  them.  The  protective  tariff  is  advocated 
in  order  to  remove  the  competition  of  the  foreign  producers.  The 
business  man  is  no  more  friendly  to  the  competition  of  his  fellow 
citizens  in  other  states  or  towns  of  his  own  country.  The  device 
of  the  protective  tariff  is  not  available,  but  he  seeks  the  same  end 
by  trying  to  persuade  his  community  to  favor  him  as  against  the 
outsider.  "  Buy  at  home,"  "  Patronize  home  industry,"  "  Put 
your  money  in  circulation  where  it  will  help  your  own  community  " 
are  examples  of  the  slogans  used  in  th.i§  sort  of  campaign.  The 
trolley  cars  carry  signs  reading  "  Patronize  your  neighborhood 
grocer."  Back  of  all  such  persuasion  is  the  desire  to  counteract 
the  natural  tendency  of  people  to  buy  in  the  best  market,  which 
is  the  foundation  of  competition.  It  represents  the  struggle  of 
producers  to  escape  the  controlling  hand  of  competition.  It  is 
for  the  same  purpose  that  producers  come  together  and  make 
agreements  to  eliminate  competition  between  themselves.  Thus 
there  arise  combinations  of  various  sorts.  And  finally  there  may 
come  monopoly,  in  which  case  competition  between  producers 
has  entirely  ceased. 
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In  an  earlier  chapter  ^  attention  was  called  to  competition  as 
one  of  the  foundation  stones  of  the  modern  economic  organiza- 
tion. We  are  now  in  position  better  to  understand  how  competi- 
tion works  in  the  determination  of  price  and  as  the  regulator  of 
industry.  "\Mien  competition  has  opportunity  to  work,  it  sees 
to  it  that  no  producer  can  long  remain  in  business  unless  he  is  able 
to  turn  out  goods  at  prices  which  neither  exceed  the  marginal 
utility  of  the  goods  to  the  consumer  nor  fall  below  his  own  cost  of 
production.  The  producer  who  has  missed  the  public  taste  is 
ultimately  eliminated,  as  is  also  the  one  who  is  not  efficient  enough 
to  keep  his  costs  as  low  as  his  competitors.  The  consumer,  on 
the  other  hand,  cannot  have  things  to  enjoy  unless  he  is  willing  to 
pay  for  them  prices  normally  equal  to  their  cost  of  production, 
and  he  will  not  normally  have  to  pay  much  more  than  that. 

Competition  thus  assures  to  the  consumers  prices  tending  in 
the  long  run  to  be  equal  to  cost.  Xo  such  assurance  is  present 
under  combination  and  monopoly.  The  causes  affecting  supply 
and  price  under  such  conditions  will  be  studied  in  the  next  chapter, 
and  in  a  still  later  chapter  we  shall  have  to  inquire  into  the  special 
problems  which  arise  when  consumers  are  thus  deprived  of  the 
protecting  influence  of  competition. 

EXERCISES 

1.   The  demand  and  supply  schedules  for  cotton  in  the  cotton  market  of  a 
certain  city  on  a  certain  day  are  presumed  to  be  as  follows : 

Prices  Quantities  that  would  he 


ents 

Taken 

Offered 

15 

9,000,000  pounds 

3,600,000  pounds 

16 

7,800,000  pounds 

4,200,000  pounds 

17 

7,000,000  pounds 

4,800,000  pounds 

18 

6,200,000  pounds 

5,200,000  pounds 

19 

5,600,000  pounds 

5,600,000  pounds 

20 

5,000,000  pounds 

6,000,000  pounds 

21 

4,400,000  pounds 

6,200,000  pounds 

22 

4,000,000  pounds 

6,400,000  pounds 

23 

3,600,000  pounds 

6,600,000  pounds 

24 

3,200,000  pounds 

6,800,000  pounds 

26 

3,000,000  pounds 
1  See  Chapter  V. 

7,000,000  pounds 
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(o)  Draw  the  corresponding  demand  and  supply  curves. 

(6)  Draw,  on  the  same  diagram,  a  new  demand  curve  indicating  an  in- 
creased demand  and  a  new  supply  curve  indicating  a  decreased 
supply. 

(c)  What  is  the  new  price  of  cotton  ?     Explain  the  change. 

(d)  What  is  now  the  quantity  exchanged?     Explain  the  change. 

2.  (a)  Draw  again  the  demand  and  supply  curves  corresponding  to  the 

schedules  of  exercise  1  above. 
(6)   Draw,  on  the  same  diagram,  a  new  demand  curve  indicating  a 
decreased  demand  and  a  new  supply  curve  indicating  an  increased 
supply. 

(c)  What  is  the  new  price  of  cotton  ?     Explain  the  change. 

(d)  What  is  now  the  quantity  exchanged?     Explain  the  change. 

3.  (a)   Draw  again  the  demand  and  supply  curves  corresponding  to  the 

schedules  of  exercise  1  above. 

(b)  Draw,  on  the  same  diagram,  new  curves  indicating  an  increased 
demand  and  an  increased  supply. 

(c)  What  is  the  new  price  of  cotton?     Explain  the  change. 

(d)  What  is  now  the  quantity  exchanged?     Explain  the  change. 

4.  (a)  Draw  again  the  demand  and  supply  curve  corresponding  to  the 

schedules  in  exercise  1  above. 
(6)   Draw,  on  the  same  diagram,  new  curves  indicating  a  decreased 
demand  and  a  decreased  supply. 

(c)  What  is  the  new  price  of  cotton  ?     Explain  the  change. 

(d)  What  is  now  the  quantity  exchanged?     Explain  the  change. 

5.  What  changes  in  demand  alone  or  in  supply  alone  or  in  demand  and 
supply  simultaneously  would  cause : 

(a)  an  increase  in  price? 
(6)  a  decline  in  price? 

(c)  an  increase  in  quantity  exchanged? 

(d)  a  decrease  in  quantity  exchanged? 

6.  Under  what  circumstances  would  a  change  in  supply  alone  fail  to  make 
any  change  (a)  in  the  price,  (b)  in  the  quantity  exchanged?  What  would  be 
affected  by  the  change  in  supply  in  each  of  these  cases?  Draw  diagrams  to 
illustrate  this  problem. 

7.  Under  what  circumstances  would  a  change  in  demand  alone  fail  to  make 
any  change  in  the  price?  What  would  be  affected  by  the  change  in  demand 
in  such  case?     Draw  diagrams  to  illustrate  this  problem. 

8.  What  simultaneous  changes  in  demand  and  supply  are  possible  without 
causing  (o)  any  change  in  prico?     (6)  any  change  in  quantity  exchanged? 

9.  What  changes  would  you  say  had  taken  place  in  the  last  twenty  years 
in  the  demand  and  supply  of  golf  balls?  How  have  these  changes  affected 
the  prices  of  golf  balls  and  the  number  of  golf  balls  purchased? 

10.  Conditions  of  production  determine  the  cost  of  a  certain  article  at  $5.00, 
at  which  price  any  quantity  up  to  100,000  will  be  offered  by  sellers.  Draw  a 
diagram  illustrating  the  determination  of  the  quantity  exchanged  under  these 
conditions. 
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11.  Changed  conditions  make  it  possible  to  produce  the  article  considered 
in  exercise  10  above  at  a  cost  of  $4.00.  Other  things  being  equal,  what  will 
be  the  effect  of  this  change  on  the  quantity  exchanged  ?  Illustrate  by  a  dia- 
gram. 

12.  Explain,  to  the  best  of  your  knowledge  or  supposition,  with  illustrative 
diagrams,  the  following  price  comparisons,  assuming  also  such  changes  in  the 
quantities  exchanged  as  would  appear  reasonable  to  you  (disregarding  any 
change  in  the  general  price  level) : 

(a)  Pine  boards  cost  twice  as  much  in  1891  as  in  1860. 

(6)   The  price  of  sugar  in  1891  was  about  half  its  price  in  1860. 

(c)    The  price  of  milk  was  the  same  in  1860  and  1891. 

13.  A  manufacturer  asks  for  bids  to  furnish  1,000  machines  of  a  special  kind 
for  which  there  is  no  sale  elsewhere.  He  is  prepared  to  pay  any  price  up  to 
$150  apiece. 

(a)  Draw  a  diagram  illustrating  this  situation.     What  price  does  he 

have  to  pay? 
(6)  Can  you  draw  supply  and  demand  curves  indicating  a  condition 

under  which  there  could  be  no  sale? 

14.  A  fur  dealer  offers  to  pay  $5.00  apiecie  for  all  skins  of  a  certain  kind 
brought  to  him. 

(a)  Draw  a  diagram  illustrating  this  situation. 

(b)  According  to  your  diagram,  how  many  skins  does  he  purchase? 
How  many  would  he  have  purchased  if  he  had  set  his  price  at  $7.00? 
at  $4.00?" 

(c)  Can  you  draw  a  diagram  indicating  a  condition  under  which  there 
could  be  no  sale  of  skins  to  this  dealer? 

15.  Look  up  the  market  reports  in  a  recent  newspaper  and  note  the  prices 
of  some  stocks  or  bonds  or  commodities  about  which  you  may  have  some 
special  knowledge.  Now  look  up  the  prices  of  the  same  securities  or  com- 
modities in  a  newspaper  some  months  or  years  earlier.  How  have  the  prices 
changed?    Can  you  suggest  the  probable  causes  of  these  changes? 


CHAPTER  XVI 
MONOPOLY    PRICES.    MUTUALLY    RELATED    PRICES 

Classification  of  prices.  Non-competitive  prices,  meaning  all 
prices  where  there  is  not  competition  of  sellers,  may,  for  purposes 
of  study,  bejlii^ided  into  two  groups^  which- gives  us  the-iollowing^ 
classi^cation  of  all  prices  : 

/^"^iT  Competitive  prices  (competition  of  sellers). 
^""^  Non-competitive  prices  (no  competition  of  sellers) . 

i^.\  Monopoly  prices  (competition  of  buyers  but  not  of  sellers) , 
\y.   Higgling  prices  (competition  of  neither  buyers  nor  sellers) . 

Higgling  prices.  Where  there  is  ojnly  one  seller  (or  sellers  acting 
together  in  a  combination)  and  only  one  buyer  (or  combination  of 
buyers),  we  can  go  only  a  certain  way  in  developing  general  prin- 
ciples governing  the  price  and  the  quantity  sold.  Seller  and  buyer 
must  come  together  and  by  a  process  of  higgling  or  bargaining 
determine  first  whether  a  sale  is  possible.  This  requires  that  the 
lowest  price  which  the  seller  will  accept  be  not  higher  than  the  high- 
est j)rice  the  buyer  is  willing  to  pay  and  also  that  an  agreement 
upon  the  quantity  is  possible.  Having  determined  that  there  is 
possibility  of  terms  mutually  satisfactory,  the  process  of  bargain- 
ing must  finally  fix  the  price  and  the  quantity  to  be  exchanged. 
Such  transactions,  though  requiring  notice  in  order  to  complete 
the  analysis  of  price,  are  generally  of  slight  economic  importance. 
They  will  require  no  further  study  in  this  connection. 

Monopoly.  The  subject  of  monopoly  price  is  of  far  greater 
significance,  since  there  are  numerous  commodities  and  services 
of  great  public  importance  whose  production  and  sale  are  in  the 
hands  of  sole  producers 'or  combinations.  There  are  monopolies 
controlling  the  sources  of  certain  products  of  nature,  such  as  the 
Carlsbad  mineral  waters,  the  diamonds  of  Africa,  and  the  anthracite 
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coal  of  Pennsylvania,  The  possessor  of  any  unique  non-reproduc- 
ible article,  such  as  a  famous  work  of  art,  is  of  course  in  a  monopoly 
position.  A  famous  actor  or  musician  has  a  monopoly  in  the  per- 
sonal services  which  the  public  demands  of  him  alone.  The  United 
States  government  has  a  monopoly  of  the  service  of  carrying  letters. 
Patents  and  copyrights  give  monopolies  to  inventors  and  authors, 
and  city  governments  grant  monopolies  to  corporations  in  the  form 
of  exclusive  franchises  to  operate  street  railways,  to  furnish  water, 
gas,  and  electricity,  etc.  Finally  there  are  those  great  corporations 
and  combinations,  in  fields  in  which  the  advantages  of  large  scale 
production  and  combination  are  especially  strong,  which  have 
come  to  positions  at  least  approaching  monopoly  in  their  particular 
fields. 

Anticipating  the  more  thorough  analysis  of  the  nature  of  mo- 
nopoly in  its  various  forms  which  will  occupy  our  attention  in  a 
later  chapter,  the  examples  cited  here  are  sufiicient  to  indicate 
the  very  broad  field  in  which  monopoly  may  exist  and  the  impor- 
tance of  the  subject  of  monopoly  price. 

How  the  monopolist  determines  the  price.  All  that  has  been 
learned  of  demand  is  applicable  to  the  determination  of  monopoly 
price  exactly  as  of  competitive  price.  The  monopolist  has  no 
control  over  demand.  His  position  of  privilege  relates  to  the 
seller's  side  of  the  market  only.  He  may  take  advantage  of  his 
position  in  one  of  two  ways,  either  by  fixing  the  price  at  which  he 
will  sell  or  by  fixing  the  quantity  he  will  sell.  In  case  he  takes  the 
first  course,  demand  will  determine  the  maximum  quantity  he  can 
sell.  In  the  other  case,  demand  will  determine  the  maximum 
price  he  can  charge.  These  principles  and  the  considerations  which 
guide  the  monopolist  in  making  his  decisions  as  to  what  price  to 
charge  or  what  quantity  to  sell  may  be  made  clear  by  use  of  the 
graphical  aids  with  which  the  reader  is  now  familiar. 

Increasing  costs.  Let  us  consider  first  the  condition  of  increas- 
ing costs.  A  manufacturer  owns  the  patent  for  a  certain  article, 
giving  him  a  monopoly  in  its  manufacture  and  sale.  The  relation 
between  his  unit  cost  of  production  and  the  quantity  produced 
will  be  such  as  is  shown  by  the  curve  ess'  in  Figure  24.     This  is 
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the  ordinary  cost  curve  with  which  we  are  now  famihar,  the 
descending  part,  cs,  showing  average  cost,  the  ascending  part,  ss', 
showing  marginal  cost.^ 


Now  let  the  demand  for  this  product  be  indicated  by  an  ordinary 
demand  curve,  dd'.  If  competition  were  in  force,  the  intersection 
of  these  curves  at  p  would  determine  the  price  pk  and  the  quantity 
exchanged  Ok.  But  the  monopolist  does  not  have  to  accept  this 
price ;  he  will  seek  to  fix  whatever  price  will  give  him  the  greatest 
possible  gain.  Obviously  he  will  not  set  a  price  below  pk ;  that 
would  mean  a  loss  on  the  last  units  produced.  His  price,  if  not  pk, 
will  be  something  higher,  let  us  say  Oe.  Having  set  the  price  Oe, 
the  quantity  he  can  sell  is  determined  by  the  demand  curve,  inter- 
secting a  horizontal  line  from  e.  The  quantity  is  Of.  By  charging 
a  price  higher  than  his  marginal  cost,  the  monopolist  receives  more 
for  each  unit  of  his  product  but  sells  fewer  units. 

This  may  either  increase  or  decrease  his  total  receipts,  and  it 
will  affect  his  total  costs.  His  effort  is  to  set  such  a  price  that  the 
resultant  of  the  effect  upon  receipts  and  costs  will  be  the  greatest 
difference  between  them ;  i.e.,  the  maximum  gain. 

The  problem  he  has  to  solve  is  illustrated  by  the  diagram.  At 
the  price  pk,  the  total  receipts  from  sale  of  the  product  are  repre- 
sented by  the  area  Ogpk,  since  this  area  is  the  product  of  pk,  the 

1  See  Chapter  XIII. 
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price,  by  Ok,  the  quantity  sold.  The  total  cost  of  producing  this 
quantity  is  represented  by  the  area  Oaspk,  being  the  sum  of  the 
area  Oasb,  which  is  the  cost  of  Ob  units  at  an  average  cost  of  sb, 
and  the  area  bspk,  which  is  the  cost  of  producing  the  quantity  bk 
subject  to  rising  marginal  cost.  The  difference  between  the  total 
receipts  and  the  total  costs  is  the  gain  and  is  represented  by  the 
shaded  area  agps.  By  putting  the  price  at  p'f,  the  gain  is  the  other 
shaded  area  aep'h.  It  is  this  area  which  the  monopolist  will  seek 
to  make  a  maximum  through  his  control  of  the  price. 

The  foregoing  analysis  covers  the  ordinary  cases  of  monopoly 
price  when  production  is  subject  to  increasing  costs.  The  monopo- 
list will  almost  certainly  set  a  price  higher  than  competition  would 
have  determined;  that  is,  higher  than  his  marginal  cost.  But, 
while  he  can  increase  the  gain  per  unit  by  raising  the  price,  he  will 
at  the  same  time  cut  down  the  number  of  units  sold.  The  one 
effect  tends  to  increase  his  total  gain,  the  other  to  reduce  it ;  some- 
where therefore  there  must  be  the  price  most  favorable  to  him 
because  it  makes  his  gain  the  maximum.  Whatever  price  he  fixes 
will  represent  the  closest  approximation  he  is  able  to  make  to  this 
price. 

Whether  the  monopoly  price  is  fixed  high  or  low  depends  mainly 
upon  the  elasticity  of  the  purchase.  If  purchase  is  elastic,  indi- 
cated graphically  by  a  gently  sloping  demand  curve,  there  is  rela- 
tively great  loss  of  sales  from  a  high  price,  which  may  soon  over- 
balance the  larger  gain  per  unit.  In  such  cases  the  monopoly 
price  may  be  comparatively  low.  On  the  other  hand,  when  pur- 
chase is  inelastic,  the  price  may  be  put  very  high  without  diminish- 
ing sales  enough  to  neutralize  the  large  gain  per  unit. 

Decreasing  costs.  X^t  us  consider  now  iJiexiase -of -decEeasing.. 
costs,  which  would  occur  if  the  total  quantity  which  buyers  would 
take  at  any  profitable  price  is  less  than  enough  to  enable  the  " 
monopolist's  plant  to  operate  at  maximum  efliciency.  An  example 
would  be  a  railroad  which  did  not  have  enough  business  to  keep  its 
tracks  and  terminals  and  rolling  stock  busy.  Graphically  this 
situation  is  illustrated  by  Figure  25.  Only  by  producing  the 
quantity  Oa  can  the  monopolist  have  his  plant  fully  occupied  and 
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bring  his  average  cost  down  to  the  minimum.  But  buyers  will 
not  take  that  quantity  except  at  a  price  less  than  the  minimum 
cost,  perhaps  not  at  all.  The  mo- 
nopolist must  therefore  be  content 
to  have  his  plant  only  partially 
utilized ;  that  is,  to  operate  under 
conditions  of  decreasing  costs. 

Now  it  is  evident  at  once  that 
the  two  points  at  which  the  demand 
curve  cuts  the  curve  of  average  cost 
determine  the  limits  within  which 
the  price  will  be  set.  A  price  either 
less  than  be  or  greater  than  fg  will 
be  lower  than  the  average  cost  of 
the    goods   which    could    be    sold. 

Somewhere  between  these  limits  the  monopolist  will  fix  his  price, 
guided  as  always  by  the  desire  to  obtain  the  maximum  gain. 
For  example,  if  the  price  is  fixed  at  Oi,  the  demand  will  deter- 
mine the  quantity  that  can  be  sold.  Oh.  The  total  gain  will  be 
the  area  jipk,  and  it  is  this  area  which  the  monopolist  wUl  seek  to 
make  a  maximum. 

As  to  the  rest,  this  case  is  similar  to  that  of  increasing  costs. 
According  to  his  best  judgment  and  experience,  the  monopolist 
fixes  a  price  at  which  the  product  of  the  gain  per  unit  by  the  num- 
ber of  units  sold  will  be  as  great  as  possible.  And  here  also  the 
height  to  which  the  price  may  go  depends  primarily  upon  the 
elasticity  of  purchase. 

No  new  complication  is  presented  by  the  third  cost  condition, 
constant  costs,  though  it  is  only  rarely  that  a  single  producer 
could  operate  for  any  considerable  time  under  conditions  of  con- 
stant cost,  implying  that  he  had  practically  no  fixed  costs. 

When  the  monopolist  determines  the  quantity  to  be  sold.    While^ 
theoretically  the  monopolist  may,  instead  of  fixing  his  price,  deter- 
mine the  quantity  he  will  sell  and  let  the  demand  then  settle  the 
price,  this  choice  is  scarcely  practicable  except  when  it  is  possible 
to  sell  the  whole  product  to  a  single  buyer  through  the  medium  of 


354 


ELEMENTARY   ECONOMICS 


an  auction.  In  that  case,  the  monopolist  puts  up  a  certain  quan- 
tity, having  decided  that  that  amount  can  be  sold  at  the  price  most 
favorable  to  him.  Through  the  bidding  of  the  rival  buyers,  the 
price  is  then  determined  by  demand. 

Monopoly  profit  in  relation  to  invested  capital.  Thus  far  in  the 
analysis  no  mention  has  been  made  of  the  amount  of  capital  in- 
vested in  the  monopoly  enterprise  or  of  the  rate  of  return  on 
the  investment.  We  have,  in  fact,  ignored  this  element  of  the 
problem  by  assuming  that  the  monopolist  had  access  to  whatever 
capital  was  necessary  to  enable  him  to  build  up  a  business  of 
exactly  the  right  size  to  turn  out  the  amount  of  product  which 
would  give  the  maximum  profit.  The  plant  of  this  optimum 
size  must  be  in  operation  when  the  monopolist  finally  secures  his 
maximum.  But  it  may  very  possibly  have  been  some  time  in 
growing  to  this  size,  and  it  is  conceivable  that  at  any  given  time 
there  may  be  monopolists  not  obtaining  the  maximum  possible 
profit  open  to  them  because  they  have  not  the  requisite  capital. 
This  feature  of  the  problem  requires  some  further  study. 

Let  us  suppose  a  moderate  sized  enterprise  which  enjoys  a 
monopoly  in  the  production  of  a  certain  product,  for  which  there 
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is  a  strong  demand.  The  entire  output  of  the  plant  can  be  sold 
at  a  high  price,  yielding  a  very  large  profit  in  relation  to  the  capital 
invested.  In  order  to  give  a  quantitative  character  to  the  example, 
let  us  assume  that  with  a  capital  of  $500,000,  10,000  units  can  be 
produced  at  a  marginal  cost  of  $8  and  an  average  cost  of  $7,  and 
let  us  assume  that  the  demand  is  such  that  the  product  can  all  be 
sold  at  a  price  of  S32.  The  result  is  a  profit  of  $25  on  each  unit,  or 
$250,000  in  all,  being  a  return  of  50  per  cent  on  the  capital,  over 
and  above  interest  at  the  normal  rate,  which  is  included  in  the  cost. 
This  may  be  represented  graphically,  as  in  Figure  26,  the  area 
abef  representing  the  profit. 

Now  this,  we  shall  assume,  is  not  the  maximum  profit  obtainable 
from  the  monopoly  enterprise;  the  offer  of  a  lower  price  would 
lead  to  greatly  increased  sales  and  a  greater  profit.  We  may 
represent  the  possibilities  numerically  in  the  following  table : 


Case  I 

Case  II 

Case  III 

Case  IV 

Capital 

$500,000 

$1,000,000 

$1,500,000 

$2,000,000 

Output 

10,000  units 

20,000  units 

30,000  units 

40,000  units 

Marginal  cost 

$8.00 

$10.00 

$12.00 

$14.00 

Average  cost 

7.00 

8.00 

9.00 

10.00 

Price 

32.00 

28.00 

24.00 

20.00 

Unit  profit 

25.00 

20.00 

15.00 

10.00 

Total  profit 

250,000 

400,000 

450,000 

400,000 

Rate  of  profit 

50% 

40% 

30% 

20% 

Profit  &  inter- 

est at  6% 

$280,000 

$460,000 

$540,000 

$520,000 

Rate  of  profit 

&  interest 

56% 

46% 

36% 

26% 

If  the  owner  of  this  enterprise  can  obtain  an  additional  $500,000 
of  capital,  he  can  double  his  output  and,  although  being  compelled 
to  accept  a  reduction  of  $4  in  the  price  in  order  to  market  it,  can 
add  $150,000  to  his  profit.  It  is  true  that  the  ratio  of  profit  to  the 
investment  will  decline,  but  the  expansion  is  nevertheless  profit- 
able. Similarly,  according  to  our  assumptions,  a  second  addition 
of  $500,000  to  the  capital  would  be  profitable,  in  spite  of  a  con- 
sequent Jurther  reduction  of  the  ratio  of  profit  to  investment. 


356  ELEMENTARY   ECONOMICS 

Eventually  by  this  process,  the  point  of  maximum  profit  will  be 
reached ;  in  this  particular  case  it  is  reached  when  conditions  are 
as  in  Case  III,  with  the  sale  of  30,000  units  at  a  price  of  $24. 
Further  production  will  cause  a  reduction  in  the  amount  of  profit 
and  so  be  unremunerative. 

With  the  prospect  of  this  profit  before  him,  the  monopolist  would 
normally  extend  his  production  until  it  was  attained.  If  he  pos- 
sessed the  requisite  capital  ($1,500,000  in  our  example),  this  would 
normally  ofTer  the  most  advantageous  use  to  which  it  could  be 
devoted  (assinning,  of  course,  that  no  other  monopoly  opportunity 
were  open  to  him).  If  the  monopolist  did  not  himself  own  as 
much  capital  as  this,  he  would  presumably  have  no  difficulty  in 
borrowing  enough  to  bring  the  investment  up  to  the  required 
figure. 

Let  us  suppose  the  monopolist  has  $500,000  in  his  own  right, 
iriie  hmits  his  operations  to  this  investment,  he  will  make  a  profit 
of  $250,000,  or  50  per  cent  on  his  investment  in  addition  to  interest 
at  6  per  cent.  If  now  he  borrows  $500,000  at  G  per  cent  to  add  to 
the  capital,  the  profit  will  be  $400,000,  after  paying  the  interest  on 
the  borrowed  money,  or  at  the  rate  of  SO  per  cent  on  his  own 
capital.  If  he  brings  the  capital  up  to  S1,500,(X10  by  borrowing 
another  $500,000,  the  resulting  profit  of  $450,000  is  90  per  cent  on 
his  own  capital. 

It  is  a  simple  matter  thus  to  show  the  theoretical  limit  to  which 
monopoly  production  normally  tends.  But  of  course  it  does  not 
follow  that  all  monopolies  are  actually  operating  at  this  limit. 
It  may  take  considerable  time  for  tlie  monopolist  to  build  up  his 
enterprise  to  this  point,  during  which  development  he  will  be 
operating  at  less  than  the  maximum  monopoly  profit.  ^loreover 
tliere  is  always  uncertainty  and  risk  of  loss  in  any  growing  busi- 
ness enterprise  (a  factor  not  shown  in  our  simplified  theoretical 
analysis).  Fi'om  such  business  risk  the  monopolist  is  not  immune, 
and  he  may  hesitate  to  assume  the  risk  involved  in  the  attempt 
to  seize  the  last  dollar  of  monopoly  profit,  especially  if  he  has  to 
borrow  the  capital  or  a  substantial  part  of  it.  OvNiiing  a  moderate- 
sized  business  yielding  a  handsome  profit,  he  may  be  inclined  to 
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let  well  enough  alone  or  to  expand  his  business  slowly  by  investing 
in  it  his  surplus  profits.  The  attempt  to  expand  immediately  to 
the  limit  would  place  a  bonded  debt  aliead  oi  his  own  common 
stock,  and  in  case  of  losses  he  might  find  himself  embarrassed  or 
even  lose  his  entire  business.  These  are  normal  risks  of  business, 
but  not  all  business  men,  already  comfortably  situated,  will  choose 
taassume  them.  This  explains  the  actual  presence  of  monopolistic 
enterprises  which  are  on  a  modest  scale  and  are  evidently  not 
getting  the  maximum  profit  that  might  be  possible. 

It  should  be  noted  however  that  such  conservative  monopolies 
are  in  position  to  charge  higher  prices  than  if  they  were  fully 
extended.  As  monopoly  grows  and  reaches  out  for  even  greater 
profits,  it  does  so,  not  by  increasing  its  prices,  but  by  reducing 
them,  and  as  it  approaches  the  maximum  monopoly  profit  the  rate 
oF  return  on  the  entire  capital  decreases  till  at  the  limit  the  last 
dollar  invested  yields  only  the  market  rate  of  return.  ^Jqng  as 
monopoly  exists,  the  pubhc  w^elfare  is  best  served  by  the  maximum 
extensioiTof  theTnterprise,  a,nd  the  aspect  of  monopoly  thus  takes 
on  a  less  sinister  color  than  is  sometimes  ascribed  to  it.  Of  course 
this  is  no  proof  that  monopoly  generally  is  in  the  public  interest. 

Non-reproducible  goods.  Thus  far  in  this  chapter  we  have  had 
in  mind  the  price  of  reproducible  goods.  Of  course  there  may  be 
a  monopoly  of  goods  not  capable  of  reproduction,  as  when  a  person 
is  in  possession  of  a  famous  painting  or  all  the  copies  of  a  coveted 
first  eflition  or  all  existing  samples  of  a  rare  postage  stamp.  Uere 
the  monopolist  will,  in  selling,  seek  merely  the  maximum  total 
receipts,  there  being  no  question  of  cost.  Either  he  will  set  the 
highest  price  at  which  he  thinks  he  can  dispose  of  the  number  of 
units  he  wants  to  sell  or  he  will  put  up  a  definite  quantityfOT  sale 
at  auctionTo"the  highest  bidder. 
""^igh  and  low  monopoly  prices.  There  is  a  common  impression 
that  monopoly  price  is  always  a  very  high  price,  but  this  is  not  true. 
Some  monopolists  do  charge  very  high  prices,  but  there  are  others 
which  find  it  more  profitable  to  make  their  prices  comparatively 
low  and  to  obtain  the  maximum  gain  through  large  sales.  ^ 
monopoly  which  controls  an  article  of  very  elastic  purchase  — a 
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luxury  or  a  costly  convenience  —  must  be  careful  not  to  put  its 
price  too  high,  lest  its  sales  fall  off  and  its  gains  decline  or  vanish. 
Wise  selfishness  may  in  such  cases  dictate  a  fairly  reasonable  price, 
not  much  above  the  cost  of  production.  On  the  other  hand  the 
fortunate  monopolist  who  controls  a  necessity  of  life,  like  salt,  or 
some  other  article  of  inelastic  purchase,  like  tobacco,  may  charge 
extremely  high  prices  without  seriously  cutting  into  his  sales  and 
so  may  reap  handsome  monopoly  gains.  It  is  an  article  of  this 
sort  which  is  selected  when  a  government  monopoly  is  established. 
Salt  monopolies  have  been  common  in  fiscal  history,  and  the  French 
government  has  long  operated  a  tobacco  monopoly. 

Limitations  upon  monopoly  price:  substitutes.  We  have  ob- 
tamed  a  view  of  the  forces  which  guide  the  monopolist  in  deter- 
mining his  selling  polic}-  and  fixing  his  selling  price.  It  must  not 
be  presumed  however  that  every  monopolist  is  free  thus  to  deter- 
mine the  price  of  his  product  in  accordance  with  his  own  un- 
restricted wishes.  There  are  indeed  some  ver}^  potent  restrictions 
upon  the  price-fixing  power  of  the  monopolist.  First  of  all  we  note 
the  pressure  of  substitutes.  Few  commodities  or  services  are 
absolutely  indispensable.  A  patented  article  is  very  often  simply 
a  superior  device  for  doing  what  has  heretofore  been  accomplished 
in  some  other  way.  Too  grasping  a  price  policy  may  lead  people 
to  return  to  the  former  device.  The  waters  of  a  monopolized 
mineral  spring  may  be  much  desired ;  but  if  the  price  is  considered 
unreasonable,  many  consumers  will  find  that  the}'  can  get  on  with 
another  brand.  Diamonds  are  in  competition  with  other  jewels, 
and  anthracite  coal  faces  the  competition  of  bituminous  coal  and 
other  fuels.  The  local  gas  company  may,  by  exorbitant  rates, 
drive  people  to  use  oil  lamps  and  to  substitute  coal  stoves  for  their 
gas  ranges.  Even  the  popular  singer  or  actor  has  to  remember 
that  there  are  others  and  that  there  is  a  limit  to  what  the  people 
will  pay  for  his  services.  Thus  the  ever  present  possibility  that 
"  something  just  as  good  "  may  appear  puts  a  very  real  check 
upon  the  greed  of  many  a  monopolist. 

Potential  competition.  It  must  in  the  second  place  be  recognized 
that  the  position  of  few  monopolists  is  absolutely  impregnable. 
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The  complete  absence  of  competition  which  marks  perfect  mo- 
nopoly is  often  lacking,  even  though  the  one  leading  producer  so 
far  overtops  all  others  as  to  make  his  position  predominant  and 
give  him  virtually  all  the  privileges  of  monopoly.  Frequently  his 
position  is  maintained  only  because  his  price  policy  is  reasonable. 
Let  him  begin  charging  excessive  prices,  and  some  of  his  small  and 
hitherto  negligible  competitors  may  be  induced  to  enlarge  their 
operations  and  challenge  his  supremacy.  And  even  when  there 
are  no  competitors  in  the  field,  this  is  often  not  because  competition 
is  impossible  but  because  the  inducements  are  not  sufficient  to  lead 
a  new  producer  to  embark  on  the  long  uphill  fight  against  the  well- 
entrenched  monopoly.  However  if  the  price  of  the  product  is 
high  enough  and  the  monopoly  gains  great  enough,  someone  is 
likely  sooner  or  later  to  make  a  bid  for  a  share,  and  so  competition 
starts.  Competition  which,  though  actually  not  present  or  so 
weak  as  to  be  negligible,  is  always  likely  to  be  aroused  is  called 
'potential  competition.  Nearly  every  one  of  the  great  "  trusts  "  or 
combinations  in  the  United  States  which  has  followed  too  grasping 
a  price  policy  has  sooner  or  later  found  itself  facing  some  un- 
expected competitor,  and  the  danger  of  arousing  this  potential 
competition  imposes  caution  and  restraint  upon  many  monopolies. 
Risk  of  legal  interference.  Combinations  and  monopolies  are 
never  popular  wlth_the  consuming  public^  and  one  that  charges 
excessive  prices  is  very  likely  to  attract  public  attention.  There 
arises  a  popular  clamor  against  the  monopoly  and  a  demand  for 
government  interference  to  limit  the  price  or  in  other  ways  to  regu- 
late the  monopoly's  business.  Politicians  are  always  willing  to  put 
themselves  at  the  head  of  such  a  movement  and  to  lead  the  drive 
against  "  the  trusts  "  or  "  the  interests."  There  have  been  any 
number  of  cases  in  America  of  interference  with  industrial  monopo- 
lies by  Congress  or  the  state  legislatures.  The  railroads' have  in 
this  way  been  very  seriously  restricted.  They  are  no  longer  free  to 
fix  their  rates  solely  according  to  their  own  desires,  and  the  conduct 
of  their  business  operations  is  supervised  and  regulated  in  a  multi- 
tude of  details.  This  was  their  punishment,  doubtless  only  partly 
deserved,  for  the  excessive  rates  and  the  callous  disregard  of  the 
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consuming  public  which  marked  the  policy  of  many  railroad  man- 
agers in  the  palmy  days  of  railway  monopoly.  Similarly  the  Stand- 
ard Oil  Company,  the  great  meat  packing  corporations,  and  numer- 
ous other  concerns  that  have  or  are  supposed  to  have  monopoly 
powers,  have  been  subjected  to  Congressional  and  legislative 
regulation  or  at  least  investigation.  The  trolley  companies,  gas 
and  electric  companies,  water  companies,  etc.,  have  in  the  United 
States  generally  been  deprived  of  the  unlimited  power  to  determine 
their  rates  and  have  had  to  submit  to  government  control  not  only 
of  their  rates  but  also  of  the  character  of  the  services  rendered  by 
them. 

Legal  interference  has  thus  already  made  great  strides,  and  the 
last  thing  desired  by  any  monopoly  which  has  thus  far  escaped  is 
unfavorable  public  attention  and  legal  investigation  and  control. 
The  wise  monopoly  manager  is^^thus  willing  to  re,sjttaia,  his  inclina- 
tion to  raise  prices  unduly. 

Conclusions.     We  conclude  therefore  that  monopolies  in  general 

do  not  have  the  unlimited  power  over  prices  which  many  persons 

suppose  and  that  monopoly  prices  are  not  always  so  excessive  as 

common  opinion  holds.     Nevertheless  there  can  be  no  doubt  that 

monopoly  is  not  generally  in  the  interest  of  the  public.     As  we 

have  learned,  competition  in  the  long  run  ensures  that  the  people 

get  the  kinds  of  commodities  and  services  the}^  want  at  prices  not 

\  far  from  the  cost  of  production.     Monopoly  makes  no  such  prom- 

I  ise.     The  monopoly  price  will  almost  always  be  somewhat  higher, 

j  and  it  may  be  very  much  higher,  than  cost  of  production,  and  the 

I  monopoly  is  not  under  so  strong  inducement  to  produce  the  kind 

\ofgoods  the  people  want. 

The  seriousness  of  the  situation  is  much  dependent  upon  whether 
the  monopoly  controlled  commodity  is  a  luxury  or  a  necessity. 
Monopoly  control  of  a  luxury  is  no  great  menace.  As  we  have 
learned,  the  monopoly  will,  in  its  own  interest,  generally  refrain 
from  charging  an  exorbitant  price.  And  if  its  price  is  excessive, 
the  people  can  do  without  this  particular  article.  Control  of  a 
necessity  of  life  by  monopoly  is  a  far  more  serious  matter.  The . 
monopoly  is  here  able  to  charge  a  high  price,  and  the  people  have 
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little  opportunity  to  escape  its  payment.  In  general  the  public 
interest  is  better  served  when  production  is  carried  on  under  the 
regime  of  competition. 

There  are  certain  exceptions,  some  self-evident,  others  not  so 
obvious.  Personal  monopolies,  such  as  those  enjoyed  by  the  popu- 
lar singer  or  actor,  are  inevitable  and  can  do  the  public  little  harm. 
The  monopoly  granted  by  the  patent  or  copyright  is  generally  in 
the  public  interest.  And  there  are  certain  lines  of  industry,  such 
as  railroading,  telephone,  telegraph,  the  furnishing  of  water,  gas, 
electricity,  etc.,  which  from  their  economic  nature  appear  destined 
to  be  monopolies  whether  or  no.  In  such  cases  it  is  futile  to  put 
our  trust  in  competition  which  cannot  endure.  Monopoly  must 
be  accepted  and  made  the  best  of.  This  topic  will  present  itself 
for  our  further  study  in  a  later  chapter. 

Public  opinion  today  generally  holds  that  monopoly,  particularly 
in  the  necessities  of  life,  should  so  far  as  possible  be  avoided  in  the 
public  interest  and  that  when  monopoly  is  inevitable  government 
regulation  should  be  relied  upon  to  ensure  to  the  public  good  service 
and  reasonable  prices.  For  this  general  opinion  there  is  firm  foun; 
dation  in  economic  principles. 

Mutually  related  prices.  We  have  been  investigating  the  way 
in  which  prices  are  determined  by  the  forces  of  demand  on  the 
buyer's  side  of  the  market  and  supply  and  cost  of  production  on  the 
seller's  side,  under  various  conditions  of  competition  and  monopoly. 
It  has  been  recognized  throughout  this  investigation  that  these 
immediate  forces  which  directly  determine  price  are  themselves 
5ie"resultants  of  a  great  variety  of  forces.  Among  these  forces, 
a'ctmg'thus  indirectly  upon  the  price  of  any  good  in  any  market, 
will  always  be  found  the  prices  of  other  goods  or  other  markets. 

Prices  of  the  same  good  in  different  markets.  Let  us  suppose 
that  the  price  of  wheat  in  Chicago  is  $1.10  a  bushel  and  in  New 
York  SI. 45  and  further  that  the  entire  cost  of  transporting  a  bushel 
of  wheat  from  Chicago  to  New  York  is  20  cents.  There  is  evidently 
a  profit  to  be  made  by  buying  wheat  in  Chicago,  shipping  it  to  New 
York,  and  there  selling  it ;  and  there  is  a  class  of  business  men  ever 
on  the  alert  to  take  advantage  of  such  opportunities.     Such  dealers 
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will  immediately  enter  the  market,  seeking  the  profit  of  15  cents 
I  a  bushel  which  the  existing  conditions  indicate.     But  these  verj- 
I  operations  will  inevitably  change  the  conditions.     The  dealers 
I  enter  the  Chicago  market  on  the  demand  side,  increasing  the  de- 
mand for  wheat  and  so  raising  its  price.     In  New  York,  on  the 
other  hand,  they  appear  upon  the  seller's  side  and  tend  to  increase 
^    the  supply  and  lower  the  price.     Even  so,  the  margin  of  profit, 
though  declining,  continues  for  a  time,  and  a  considerable  quantity 
of  wheat  will  be  transferred  from  Chicago  to  New  York.     The 
prices  on  the  two  markets  will  approach  each  other  until  finally 
the  difference  is  only  20  cents ;   let  us  suppose  the  Chicago  price 
has  risen  from  SI.  10  to  SI.  16  while  the  price  in  New  York  has 
•   fallen  from  $1.45  to  $1.36.     The  two  prices  are  now  in  equilibrium 
/    with  respect  to  each  other,  difl'ering  by  exactly  the  cost  of  trans- 
/     portation.     In  such  manner  the  prices  of  the  same  good  in  dif- 
X^Jerent  markets  may  react  upon  each  other. 

Such  reaction  is  obviously  possible  only  where  there  would 
otherwise  be  a  difference  in  price  greater  than  the  cost  of  trans- 
portation from  the  low  price  market  to  the  high  price  market. 
If  the  price  of  brick  is  $12.00  per  thousand  in  New  York  and  $9.00 
per  thousand  in  Chicago,  while  the  cost  of  transportation  between 
the  two  cities  is  $20.00  per  thousand,  these  prices  are  evidently 
independent  of  each  other,  since  no  one  will  be  tempted  to  buy 
brick  in  one  market  for  sale  in  the  other. 

The  extent  to  which  prices  are  affected  by  the  prices  of  the 
same  good  in  other  markets  thus  depends  upon  the  cost  of  pro- 
duction in  relation  to  price.  Why  were  the  commodities  which 
entered  into  the  long  distance  trade  of  the  medieval  merchants  so 
generally  articles  of  luxury  —  jewels,  silks,  fine  wines,  spices,  per- 
fumes, etc.?  The  answer  is  that  heavy  transportation  costs 
make  it  unprofitable  to  bring  to  market  from  remote  places  any- 
thing that  could  not  be  sold  at  a  high  price.  Cheap  and  bulky 
commodities,  such  as  farm  produce,  could  be  sold  profitably  only 
in  the  markets  close  to  the  place  of  production.  Since  that  time 
the  transportation  system  has  become  so  extraordinarily  efficient 
and  the  price  of  transportation  so  low  that  the  province  of  trade 
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has  been  enormously  extended.  Cheap  and  bulky  goods,  such  as 
wheat  and  bananas,  are  shipped  thousands  of  miles  over  land  and 
sea  to  be  placed  at  the  disposal  of  distant  consumers.  With  each 
step  in  the  progress  of  lower  transportation  costs,  the  realm  of 
these  price  reactions  is  widened.  For  many  products,  such  as 
wheat,  cotton,  the  precious  metals,  etc.,  the  markets  of  the  whole 
world  are  thus  tied  together.  This  subject  will  be  further  in- 
vestigated when  we  undertake  the  study  of  interregional  trade, 
at  which  point  we  shall  better  realize  how  vitally  these  price  rela- 
tions affect  the  well-being  of  mankind. 

Prices  of  competing  goods.  In  the  winter  of  1925-26  there 
was  a  long  continued  strike  of  the  miners  in  the  anthracite  coal 
mines  of  Pennsylvania,  which  for  a  considerable  time  virtually 
stopped  the  flow  of  such  coal  to  the  markets.  The  consequent 
decline  of  supply  raised  greatly  the  price  of  anthracite.  As  a 
consequence,  people  sought  other  kinds  of  fuel,  such  as  bituminous 
coal,  coke,  etc.  This  meant  an  increased  demand  for  such  fuels 
and  in  consequence  higher  prices.  This  event  illustrates  another 
sort  of  price  relationship ;  i.e.,  the  relation  between  the  prices  of 
substitutes  or  competing  goods  —  goods  which  are  able  more  or 
less  completely  to  satisfy  the  same  want.  A  rise  in  the  price  of 
such  a  good  leads  people  to  turn  to  the  substitute,  increasing  the 
demand  and  so  raising  the  price  of  the  latter.  On  the  other  hand, 
a  fall  in  the  price  of  one  of  a  pair  of  competing  goods  inclines 
people  to  substitute  it  for  the  other  good,  causing  a  decline  in  the 
demand  for  and  a  fall  in  the  price  of  the  latter  good.  We  have 
then  ^,he -general  principle  that  the  prices  of  competing  or  sub- 
stitute goods  are  so  related  that  they  tend  to  rise  and  fall  togetKer* 

Prices  of  complementary  goods.  Suppose  some  change  in  con- 
ditions of  production  should  bring  about  a  material  increase  in... 
the  price  of  bread.  People  would  naturally  incline  to"  diminish 
t^eir  ^nsumption  of  bread,  seeking  to  find  similar  nutritive  satis- 
faction from  other  kinds  of  food.  The  result  might  be,  in  accord- 
ance with  the  law  of  competing  prices,  a  rise  in  the  price  of  meat 
or  vegetables.  But  what,  if  any,  would  be  the  effect  upon  the*' 
price  of  butter  ?    Butter  is^  chiefly  used  in  connection  with  bread^y"""^ 
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Using  less  bread,  people  would  want  less  butter.  The  demand  for 
butter  would  decline  and  its  price  would  fall.  Similarly  a  fall  in 
the  price  of  bread,  by  causing  its  increased  use,  would  increase  the 
demand  for  butter  and  tend  to  raise  its  price.  This  is  one  example 
of  a  pair  of  complementary  goods,  meaning  goods  which  are  used 
only  or  chiejQy  in  conjunction  with  each  other.  There  are  plenty 
of  other  examples.  In  the  extreme  case,  the  use  of  the  one  good  is 
possible  only  in  connection  with  the  other ;  for  example,  tennis 
rackets  and  tennis  balls  are  absolutely  complementary  goods. 
It  is  evident  that  the  prices  of  complementary  goods  tend  to  move 
inversely  to  each  other,  the  reverse  of  the  relation  between  the 
prices  of  competing  goods.  For  example,  horses  and  mules  are 
substitute  or  competing  goods ;  their  prices  tend  to  move  in  unison. 
Horses  and  wagons  are  complementary  goods ;    their  prices  tend 

jmove  inversely. 

Prices  of  competing  cost  goods.  The  price  relations  of  compet- 
ing goods  and  complementary  goods  arise  out  of  the  reactions  of 
the  buyers ;  they  are  on  the  demand  side  of  the  market.  There 
are  analogous  relations  caused  by  reactions  on  the  seller's  side  of 
the  market.  Labor  is  normally  devoted  to  those  pursuits  which 
offer  the  greatest  return.  Consider  the  case  of  a  small  town  in 
which  there  is  one  important  manufacturing  industry  making, 
let  us  say,  grindstones.  A  rise  in  the  price  of  the  product  of  this 
enterprise  will  cause  its  owner  to  seek  to  expand  his  output ;  for 
this  purpose  he  will  require  more  labor,  which  he  will  draw,  by 
offer  of  higher  wages,  from  the  dairy  farms  and  market  gardens  of 
the  neighborhood.  The  resulting  shortage  of  agricultural  labor 
will  cause  a  decreased  supply  of  milk  and  vegetables  in  the  local 
market,  with  a  consequent  rise  in  their  prices.  Thus,  a  rise  in  the 
price  of  grindstones  has  caused  a  rise  in  the  price  of  vegetables. 
Products  such  as  these,  which  both  require  the  same  cost  element, 
are  competing  on  the  supply  side  of  the  market ;  competing  in  this 
example  for  the  use  of  labor.  They  may  be  called  "  competing 
cost  goods."  Their  prices  evidently  tend  to  move  up  and 
down  together,  as  is  true  of  goods  that  compete  on  the  demand 
side. 
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Prices  of  joint  cost  goods.  Where  cattle  are  slaughtered  for 
beef,  hides  are  made  available,  as  well  as  horn,  tallow,  and  a  great 
number  of  other  products.  These  products  appear  jointly  as  the 
results  of  the  same  production  costs.  Having  determined  to  pro- 
duce a  certain  quantity  of  one,  the  industry  will  inevitably  bring 
forth  the  corresponding  quantities  of  the  other  products.  Where 
the  products  are  of  unequal  importance,  the  less  important  is  called 
the  by-prodwct^,_  For  example,  the  growing  of  cotton  necessarily 
yields  a  crop  of  cottonseed.  The  latter  lias  its  uses,  but  in  general 
cotton  would  not  be  grown  for  the  sake  of  the  seed ;  that  appears 
incidentally  to  the  production  of  the  primary  crop.  Such  products 
as  these  are  said  to  be  the  results  of  joint  costs,  and  their  prices 
have  a  definite  relation  to  each  other.  Let  us  suppose  that  some- 
thing causes  the  price  of  cotton  to  be  especially  high.  To  take 
advantage  of  this,  the  planters  will  increase  then*  production  of 
cotton,  thereby  inevitably  increasing  the  supply  of  cotton  seed. 
The  price  of  the  latter  will  consequently  be  reduced.  A  fall  in  the 
price  of  cotton  would  discourage  production,  thus  leading  to  a 
decline  in  the  supply  of  cotton  seed  and  a  rise  in  its  price.  _The 
prices  of  joint^cost  products  thus  tend  to  move  inversely,  being 
the  same  relation  as  was  found  to  exist  between  the  prices  of  com- 
plementary goods.  In  recognition  of  this  analogy,  joint  cost  goods 
are  sometimes  called -"complementary  on  the  supply  side." 

Prices  of  "  tandem  '^goods.  \Vhere  one  good  is  the  material 
from  which  another  good  is  made,  there  exists  still  another  sort' 
of  price  relation.  If  the  price  of  wool  rises,  there  is  caused  there- 
by  anlncrease  in  the  marginal  cost  of  producing  woollen  cloth. 
Assuming,  as  is  justified,  that  the  industry  is  subject  to  conditioi^s 
of  increasing  costs,  this  will  cause  a  reduction  in  the  supply  of 
woollen  cloth ;  i.e.,  at  any  given  price  the  quantity  offered  for  sale 
will  be  less  than  before.     Hence,  the  price  of  woollen  cloth  rises. 

EXERCISES 

1.  Draw  diagrams  showing  the  comparative  effects  of  elastic  and  inelastic 
purchase  upon  monopoly  price,  (a)  under  conditions  of  increasing  costs, 
(6)  under  conditions  of  decreasing  costs. 

2.  A  government  has  for  sale  10,000  army  tents  of  a  unique  pattern,  which 
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it  puts  up  for  sale  at  auction.     Draw  a  diagram  illustrating  the  way  in  which 
the  price  would  be  determined. 

3.  The  price  of  a  ticket  to  the  Yale-Harvard  football  game  is  $5.00.  The 
Bowl  seats  approximately  79,000,  not  including  those  admitted  free.  The 
number  of  persons  who  try  to  secure  tickets  each  year  is  much  in  excess  of 
the  seating  capacity  of  the  Bowl. 

(a)  Draw  the  demand  curve  illustrating  this  situation. 

(b)  Explain  how  the  price  and  the  quantity  of  seats  sold  are  determined. 

(c)  Suppose  the  Athletic  Association  should  decide  to  obtain  the  great- 
est possible  receipts  from  this  game.  State  the  result,  and  illustrate 
by  your  diagram. 

(d)  According  to  your  diagram,  how  many  tickets  could  presumably  be 
sold  at  $5.00  if  the  capacity  of  the  Bowl  were  unlimited? 

4.  The  management  of  a  theatre  with  a  seating  capacity  of  3,000  fixes  a 
uniform  price  of  $2.00  per  seat  for  a  certain  performance. 

(a)  On  the  night  of  the  performance,  only  half  of  the  seats  are  taken. 

Draw  a  diagram  illustrating  this  situation. 
(6)  According  to  your  diagram,  what  price  would  have  just  "sold  out 

the  house"? 

5.  On  the  next  night,  the  price  still  being  $2.00,  every  seat  in  the  theatre 
of  the  previous  exercise  is  taken,  and  there  is  a  crowd  outside  trying  to  buy 
tickets. 

(a)  Draw  a  diagram  illustrating  this  situation. 

(6)  According  to  your  diagram,  how  many  tickets  could  have  been  sold 

if  the  theatre  had  been  large  enough? 
(c)   According  to  your  diagram,  what  price  could  the  management  have 

charged  and  still  have  sold  every  seat  ? 

6.  Draw  diagrams  illustrating  the  relation  between  the  prices  of  competing 
goods. 

7.  Draw  diagrams  illustrating  the  relation  between  the  prices  of  comple- 
mentary goods. 

8.  Draw  diagrams  illustrating  (a)  the  relation  between  the  prices  of  com- 
peting cost  goods ;    (6)  the  relation  between  the  prices  of  joint  cost  goods. 


CHAPTER  XVII 

THE  presp:nt  value  of  future  income 

Income  the  goal  of  economic  activity.  Man  endures  irksome 
labor  in  order  to  obtain  income  for  himself  and  his  dependents. 
In  a  society  of  freemen  it  is  on  this  universal  desire  for  income  that 
reliance  is  placed  to  get  the  work  done  which  is  required  to  supply 
the  members  of  the  society  with  the  necessaries,  the  comforts,  and 
the  luxuries  of  human  existence.  The  cultivation  of  the  land,  the 
cutting  of  the  forests,  the  exploitation  of  the  mines,  the  working 
up  of  raw  materials  into  forms  fit  for  the  satisfaction  of  human 
wants,  the  construction  of  systems  of  transportation  and  of  agencies 
for  marketing  products  are  all  the  work  of  men  who  are  inspired  in 
their  labor  by  the  expectation  of  sharing  in  the  streams  of  benefits 
which  flow  from  these  activities.  Thus  the  desire  for  income  is  the 
mainspring  of  all  economic  activity.  It  is  in  terms  of  income  that 
the  effect  of  economic  forces  upon  human  welfare  is  measured. 

Capital  the  means  to  the  end.^  We  have  learned  that  all  produc- 
tion requires  capital.  Hence  to  obtain  income  man  must  have 
the  capital  goods  with  which  it  is  produced,  and  it  is  the  produc- 
tion of  income  which  alone  gives  significance  to  capital.  In  a 
primitive  society  this  effort  to  secure  capital  takes  the  direct  form 
of  devising  and  constructing  the  weapons,  tools,  buildings,  and 
other  instruments  by  means  of  which  the  productivity  of  man's 
labor  is  multiplied  and  his  enjoyable  income  increased.  Under 
such  simple  conditions  therefore  it  is  customary  for  the  same  man 
both  to  bear  the  final  costs  of  capital  —  the  labor  of  making  the 

1  In  the  present  discussion  we  shall  use  the  term  capital  in  the  broadest  of  the 
several  meanings  which  have  become  irretrievably  attached  to  it ;  i.e.,  as  a  syno- 
nym for  wealth,  thus  including  land  as  well  as  man-made  instruments.  The  term 
is  generally  so  used  in  discussions  of  investment  and  when  it  is  desired  to  give 
prominence  to  the  distinction  between  wealth  —  the  fund  —  and  income  —  the 
flow.     Cf.  Chapter  I  and  the  footnote  on  page  107  (Chapter  VI). 

367 
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instruments  and  of  keeping  them  in  repair  —  and  to  consume 
its  benefits.  Neither  capital  nor  income  is  frequently  bought 
and_sold_i.  hence  neither  acquires  an  exchange  value  and_there  is 
no  tendency  to  dissociate  capital  from  income  and  regard  ita&an 
end  in  itself.  Capita]  js  viewed  in  its  proper  light  as  a  means 
towaxd-aii-end^and>-like  other  means,  each  unit  of  capital  is  more^ 
or  less  prized  according  to  its  efficiency  in  achieving  the  end  in 
view ;  that  is,  its  power  to  produce  income  for  its  owner. 

In  the  social  order  of  today  there  are  to  be  found  many  instances 
of  this  direct  and  visible  relation  between  capital  and  income. 
Men  sometimes  gather  materials  and  with  their  own  labor  construct 
some  simple  capital  instrument  whose  benefits  will  accrue  to  them- 
selves directly.  The  farmer  may  cut  and  shape  a  handle  for  his 
axe  or  build  a  fence  or  wagon  shed.  A  blacksmith  may  make  some 
of  his  own  tools.  In  such  cases  the  relation  of  capital  to  income 
is  clearly  grasped ;  one  sees  that  it  is  the  expected  income  which 
bestows  on  capital  its  importance  and  that  the  owner's  appraisal 
of  the  capital  is  but  a  reflection  of  his  evaluation  of  the  benefit 
which  he  hopes  to  obtain  from  it.  An_aLtide  of  capital  from  which 
the  owner  fails  to  obtain  benefits  will  be  considered  worthless 
regardless  of  the  amount  of  labor  expended  upon  its  construction. 
On  the  other  hand  one  which  is  very  productive  of  income  will  be 
highly  prized  even  when  it  has  been  obtained  at  small  labor  cost. 

Property  and  capital.  But  these  simple  cases  are  not  typical  ' 
of  present-day  society.  So  complex  has  our  economic  structure  be- 
come that  we  often  lose  sight  of  the  fact  that  capital  has  no  signifi- 
cance when  divorced  from  the  benefits  which  it  produces.  Chief 
among  the  attributes  of  our  social  system  which  have  this  effect  is 
the  fact  that  the  ownership  of  capital  has  been  subdivided  into  a 
large  variety  of  property  rights  which  are  bought  and  sold  in  great 
numbers.  These  property  rights  are  usually  represented  by  cer- 
tificates of  different  kinds  —  stocks,  bonds,  mortgages,  contracts, 
and  the  like  —  which  frequently  have  stamped  upon  them  some 
nominal  valuation  (for  example,  the  $100  "  par  value  "  on  a  stock 
or  bond)  which  misleads  the  owner  into  the  belief  that  these  certifi- 
cates have  a  "  normal  "  or  "  true  value  "  in  themselves.     The  de- 
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velopment  of  many  agencies  with  the  purpose  of  facilitating  trading 
in  these  property  rights,  such  as  banks,  brokerage  and  investment 
houses,  stock  exchanges,  and  so  on,  has  aided  in  beclouding  the  true 
relation  of  capital  to  income. 

When  certificates  of  property  are  bought  and  sold  in  great 
numbers,  they  fall  into  the  hands  of  people  who  have  neither  knowl- 
edge of  the  capital  of  which  they  are  evidence  of  ownership  nor 
interest  in  the  direct  income  which  that  capital  produces.  The 
owner  of  stock  in  a  railroad  for  example  need  not,  and  generally 
does  not,  know  anything  at  all  about  the  technique  of  the  capital 
instruments  which  make  up  a  railroad  system,  nor  need  he  con- 
sciously share  in  the  enjoyment  of  the  benefit  (transportation) 
whose  production  is  the  reason  for  the  existence  of  those  particular 
capital  instruments.  He  may  merely  look  at  the  par  value  of  his 
stock  and  conclude  that  for  some  reason  this  bit  of  paper  has  a 
true  value  of  that  amount.  Even  if  he  is  inclined  to  think  a  little 
farther  than  this,  he  will  probably  be  content  with  the  explanation 
that  it  is  the  particular  bit  of  railroad  equipment  to  which  his  stock 
gives  him  title  of  ownership  which  has  a  "  real  "  value  of  $100. 
He  would  be  at  a  loss  to  explain  why  these  concrete  capital  instru- 
ments are  worth  $100,  unless  indeed  he  had  recourse  to  the 
customary  explanation  that  they  probably  cost  that  much  to  pro- 
duce. In  general  it  is  true  that  the  average  man  has  very  vague 
and  incorrect  notions  of  the  way  in  which  the  value  of  capital 
and  of  property  rights  in  capital  is  determined.  It  is  the  purpose 
of  this  chapter  to  show  that  the  value  of  capital  and  property 
rights  depends  fundamentally  upon  the  value  of  the  income 
which  the  capital  produces  and  to  explain  the  process  by  which 
this  factor  enters  into  the  determination  of  the  value  of  capital. 

Property  valuation.  Let  us  first  consider  the  relation  of  the 
value  of  property  to  the  value  of  capital.  As  we  have  learned, 
property  is  but  a  right  to  the  future  benefits  of  wealth  (capital). 
Property  does  not  produce  these  benefits  but  merely  determines 
who  shall  get  them.  The  benefits^^re^pjoduced  by-^he-eapital 
which  underlies  the  property;  it  is  the  function  of  the  property 
right  to  divide  this  income  among  the  owners  and  part  owners  of 
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the  capital  and  to  debar  others  from  sharing  in  it.  It  is  apparent 
therefore  that  the  principal  reason  for  the  existence  of  the  certifi- 
cate of  property  is  that  it  affords  a  convenient  method  of  trans- 
ferring ownership  in  capital  from  one  man  to  another  and  of 
subdividing  the  ownership  so  that  many  may  share  in  the  income 
produced  by  a  given  set  of  capital  instruments.  These  certificates 
are  bought  and  sold  as  representatives  of  the  valuable  thing  (capital) 
in  which  they  transfer  ownership ;  hence  the  action  of  the  buyers 
and  sellers  in  the  market  will  result  in  giving  them  the  same  value 
that  in  the  opinion  of  these  buyers  and  sellers  should  be  placed  on 
the  capital  which  they  represent.  If  for  example  a  manufacturing 
concern  has  issued  one  thousand  shares  of  stock  and  these  shares 
sell  in  the  market  for  $150  each,  there  can  be  but  one  reason  for 
this ;  namely,  that  in  the  opinion  of  investors  all  the  assets  of  the 
concern  are  worth  $150,000  over  and  above  the  amounts  owed  to 
the  creditors.  The  fact  that  the  stock  has  stamped  upon  it  a 
nominal  value  of  $100  or  $200  or  $50  or  any  other  figure  will  not 
affect  its  market  value  as  long  as  the  capital  which  the  stock  repre- 
sents is  believed  to  be  worth  $150,000.  The  reader  will  recall  that 
the  subject  of  valuation  of  capital  stock  was  investigated  in  more 
detail  in  Chapter  VI. 

Present  worth.  The  real  problem  therefore  is  to  discover  how 
the  value  of  capital  goods  is  determined.  Here  we  must  repeat 
that  capital  is  desired  only  because  of  the  income  it  produces  and 
is  bought  only  as  a  means  of  obtaining  this  income.  Let  us  suppose 
that  a  given  machine  will  last  ten  years  and  produce  a  net  income 
of  $100  a  year.  If  this  machine  is  offered  for  sale  to  the  owner  of  a 
factory,  he  will  consider  that  by  owning  it  he  can  increase  his  in- 
come during  the  next  ten  years  by  the  amount  of  $100  a  year,  or 
$1,000  in  all.  Whatever  price  he  is  willing  to  pay  for  the  machine 
will  be  a  measure  of  the  present  value  he  puts  upon  this  thousand 
dollars,  distributed  as  it  will  be  through  the  ten  years  to  come.  Or, 
to  change  the  illustration,  we  may  suppose  that  an  acre  of  land  is 
offered  for  sale  to  a  man  who  has  reason  to  believe  that  it  can  be 
made  to  produce  a  net  income  worth  $10  a  year  forever.  In  this 
case  too  the  price  offered  by  the  buyer^or'^ie42m4'wiW~fee^lua-e3ti- 
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mate  of  the  present  worth  of  an  annual  income  of  $10  which  con- 
tmues  mdelinitely.  0r  again  an  investor  may  be  offered  a  bond 
which  will  be  redeemed  for  SlOO  at  the  end  of  five  years  and  in  the 
meantime  pay  $5  a  year  interest.  Such  a  bond  would  be  viewed 
as  an  opportunity  to  receive  a  series  of  money  payments  during 
the  next  five  years  :  $5  one  year  from  now,  another  $5  two  years 
from  now,  another  $5  three  years  from  now,  $5  more  four  years 
from  now,  and  a  final  payment  of  $105  after  five  years  have  elapsed. 
The  amount  of  money  that  the  investor  is  willing  to  part  with  today* 
in  order  to  buy  the  bond  must  be  an  indication  of  what  he  considers 
this  series  of  future  payments  to  be  worth  at  the  present  moment. 
This  is  the  essential  thing  in  calculating  the  marginal  utility  of 
any  capital  good  or  of  any  property  right  in  capital  goods.  It 
amounts  to  placing  a  present  value  on  an  expected  future  income 
of  a  certain  size  and  form  and  duration. 

Present  goods  more  desirable  than  future  goods.  But  by  what 
process  can  we  link  present  and  future  values  together  ?  ..^;Js.a 
well-known  fact  that  men  do  not  consider  a  sum  of  money  which 
will  accrue  in  the  future  to  be  worth  its  face  value  now.  The 
investor  referred  to  in  the  preceding  illustration  would  not  calcu- 
late the  present  value  of  the  bond  by  simply  adding  together  the 
different  payments  which  will  accrue  in  the  future  to  its  owner. 
Such  a  calculation  would  give  the  bond  a  present  value  of  $125 ; 
and  the  buyer  paying  this  price  for  it  would  eventually  get  back 
just  the  amount  of  money  that  he  paid,  though  he  would  have  to 
wait  five  years  for  most  of  it.  To  change  the  illustration,  if  one 
offered  for  sale  a  promissory  note  which  would  pay  its  owner  $100 
twelve  months  from  today,  he  would  find  no  one  willing  to  pay 
$100  for  it  now.  Nor  would  this  reluctance  to  buy  this  future 
income  at  its  full  face  value  in  present  money  be  due  only  to  risk  of 
loss.  If  the  $100  were  locked  up  so  safely  that  all  doubt  regarding 
its  security  were  removed,  still  no  one  would  be  willing  to  pay  out 
SlOO  now  and  be  content  to  get  it  back  after  twelve  months  had 
passed.  Human  nature  is  such  that  men  will  not  exchange  present 
dollars  for  future  dollars  on  terms  of  equality,  or  a  given  amount  of 
present  goods  for  the  same  amount  of  future  goods,  or  present 
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income -for  future  income  of  the  same  amount^.    Today's  dollar 

and  the  dollar  of  next  year  do  not  have  the  same  present  value  m 

the  mind  of  the  ordinary  man.     The  present  value  of  the  future 

\dollar  is  less  than  that  of  today's  dollar;    hence  sums  of  money 

/which  accrue  in  the  future  will  be  bought  only  if  they  can  be  had 

for  less  than  their  face  value.     And  the  price  that  will  be  paid 

for  capital  which  gives  its  owner  the  right  to  receive  income  in  the 

future  will  be  lower  than  the  value  of  this  future  income  when  it 

V,.  aperues. 

Interest.  If  asked  why  he  will  not  pay  $100  now  for  the  right 
to  receive  SlOO  one  year  hence,  the  practical  man  will  probably 
answer  that  he  is  unwilling  to  lose  interest  on  his  money.  Because 
of  the  existence  of  interest,  it  lies  in  the  power  of  any  man  who  has 
present  wealth  to  exchange  for  future  wealth  to  make  the  exchange 
on  terms  v»'hich  will  bring  him  a  future  return  of  larger  value  than 
his  present  payment,  and  as  long  as  this  opportunity  to  gain  interest 
on  the  money  they  lend  is  open  to  all  men,  no  one  will  consent  to 
pay  its  full  future  value  in  present  money  when  buying  income. 
Interest  may  be  defined  as  the  premium  ichich  present  goods  command 
over  similar  goods  due  in  the  future.  The  man  who  lends  $100  for 
one  year  at  five  per  cent  interest  exchanges  $100  worth  of  present 
goods  for  $105  worth  of  next  year's  goods,  the  premium  of  ^oo  being 
required  to  give  the  future  goods  a  present  value  equal  to  that 
of  the  present  goods  which  the  lender  surrenders.  As  the  interest 
rate  rises  and  falls  the  premium  which  must  be  added  to  make 
these  two  amounts  —  one  present,  the  other  future  —  of  equal 
present  value  rises  and  falls  accordingly.  It  isj  therefore,  the  rate 
of  interest  which  determines  how  much  larger  the  future  return 
must  be  than  the  present  sacrifice  in  order  to  cause  the  exchange 
of  the  two  to  occur. 

We  need  not  at  this  point  attempt  to  explain  why  interest  exists 
or  how  the  rate  of  interest  is  determined ;  these  are  problems  to  be 
solved  later  in  our  study.  For  the  present  purpose  it  suffices  to 
accept  the  existence  of  interest  as  a  feature  of  the  present  business 
world.  Our  immediate  concern  is  to  show  that  the  rate  of  interest 
supplies  the  link  between  future  and  present  value  which  enables 
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US  to  translate  the  one  into  the  other.  Given  the  rate  of  interest, 
it  is  a  simple  matter  to  calculate  the  equivalent  future  value  of  any 
amount  of  present  money.  When  the  interest  rate  is  five  per  cent, 
for  example,  $100  invested  now  will  be  worth  $105 ;  i.e.,  $100  X 
1.05,  one  year  from  now;  $110.25;  i.e.,  $100  X(1.05)^  two  years 
from  now;  $115.76;  i.e.,  $100  X  (1.05)^  three  years  from  now; 
and  so  on.  This  translation  of  present  into  future  values  through 
the  medium  of  the  interest  rate  may  be  reduced  to  a  formula, 
as  follows : 

^„  =  P(]  +  r)» 
in  which : 

A  represents  the  future  value,  any  number  of  years  hence ; 

P  represents  the  present  value,  or  "  principal  "  ; 

r  represents  the  rate  of  interest ; 

n  represents  the  number  of  years. ^ 
This  same  formula  may  be  adapted  to  the  reverse  problem  of  de- 
termining the  present  worth  of  a  given  future  value  by  merely 
rearranging  its  terms,  as  follows  : 

P  =  .4„  -  (1  +  r)" 
the  symbols  having  the  same  meaning  as  in  the  preceding  formula. 
To  illustrate,  assuming  again  an  interest  rate  of  five  per  cent,  $100 
due  one  year  hence  is  worth  now  $95.23;  i.e.,  $100  -f-  1.05;  if 
due  two  years  hence,  it  is  worth  now  $90.70;  i.e.,  $100  h-  (1.05)^; 
if  due  three  years  hence,  it  is  worth  now  $86.31 ;  i.e.,  $100  -r- 
(1.05)^;   and  so  on.^ 

*  The  demonstration  of  this  formula  is  as  follows : 

At  the  end  of  the  first  year,  the  amount  (.4i)  is  the  sum  of  the  present  value,  or 
principal,  and  one  year's  interest ;   that  is, 

Ai  =  P  +  Pr  =  P(l  +  r). 
That  is,  the  amount  at  the  end  of  the  first  year  is  the  principal  multiplied  by 
(1  +  r). 

This  amount,  P(l  +  r),  is  the  new  principal  for  the  second  year.  The  amount 
at  the  end  of  the  second  year  (.42)  ^\-ill  be  found  in  exactly  the  same  way  as  for  the 
firat  j'ear ;  that  is,  by  multiplying  the  principal  at  the  beginning  of  the  year  by  the 
factor  (1  +  r).     Thus 

Ai  =P(l  +  r)(l  +  r) 
=  P(l  +  r)"-.  _ 
In  the  same  way,  we  find  at  the  end  of  the  tliird  year  the  amount  is  P(l  +  r)^,  at 
the  end  of  the  fourth  year.  P(l  +  r)',  and  so  on  for  any  number  of  years. 

*  The  examples  in  the  text  assume  that  the  interest  rate  is  so  much  per  annum 
and  that  interest  is  "  compounded"  annually.  The  formula  holds  however  for  any 
unit  of  time.     All  that  is  required  is  that  the  rate  of  interest  be  stated  with  respect 
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The  discount  process.  Although  it  is  possible  by  means  of  the 
interest  rate  either  to  calculate  future  values  from  present  or  pres- 
ent values  from  future,  and  although  in  the  business  world  there 
is  continual  use  for  both  of  these  calculations,  it  is  the  latter  process 
which  has  the  greater  importance.  This  is  true  for  the  reason 
stated  at  the  beginning  of  this  chapter ;  namely,  that  the  economic 
activity  of  mankind  is  directed  toward  the  obtaining  of  income 
and  all  income  lies  in  the  future.  The  valuation  of  capital  instru- 
ments and  property  rights  is  incidental  to  this  struggle  for  income, 
being  a  product  of  the  incessant  buying  and  selling  of  the  means  by 
which  income  is  produced.  Hence  the  calculation  of  the  present 
values  of  future  incomes  of  every  conceivable  variety  as  regards 
size  and  duration  is  one  of  the  commonest  events  in  the  business 
world.  The  name  given  to  this  calculation  of  present  values  of 
future  incomes  is  the  discount  process. 

Summarizing  the  preceding  discussion,  we  may  say  that  this 
process  in\olves  these  two  fundamentals :  (1)  a  knowledge  of  the. 
probable  future  value  of  the  income,  (2)  a  knowledge  of  the  interest 
rate.  The  first  of  these  fundamentals  is  the  basis  of  the  calculation 
—  the  future  value  whose  present  worth  it  is  desired  to  obtain. 
The  second  supplies  the  mechanism  for  determining  this  present 
worth ;  the  process  being  to  divide  the  future  value  b}^  one  plus 
the  rate  of  interest  raised  to  a  power  equal  to  the  number  of  years 
which  must  elapse  before  the  future  income  accrues. 

Capital  and  income.  It  will  be  observed  that  the  relation  of 
capital  to  income  may  be  looked  at  from  either  of  two  points 
of  view ;  the  point  of  view  of  the  physical  relationship  and  that  of 
the  value  relationship.  From  the  physical  point  of  view  it  is  capi- 
tal which  produces  income,  an  orchard  produces  a  certain  number 
of  barrels  of  apples,  a  factory,  so  many  pairs  of  shoes  or  other  units 
of  output,  a  house,  so  many  years'  shelter,  and  so  on. 

to  the  same  period  as  is  used  in  compounding.  For  example,  it  is  required  to  find 
the  amount  of  a  loan  of  $5,000  for  two  years  at  the  rate  of  one  per  cent  a  month, 
interest  compounded  semi-annually.  Since  the  interest  is  compounded  every  half 
year,  we  must  take  a  half  year  as  the  unit  of  time.  Then  we  must  call  the  rate  of 
interest,  instead  of  one  per  cent  per  month,  six  per  cent  per  half  year.  Instead  of 
saying  the  loan  is  for  two  years,  we  must  say  it  is  for  four  half  years.  Then  our  for- 
mula becomes  A  =  5,000  (1.06)  •*  and,  when  we  solve,  we  find  that  A  =  .S6,.312.38  +. 
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But  the  value  relationship  is  the  opposite  of  this.  The  value 
of  the  capital  does  not  produce  the  value  of  the  income.  The 
value  of  the  apples  gathered  from  an  orchard  will  be  established  in 
the  market  in  which  the  apples  are  sold  after  they  have  been  pro- 
duced. The  price  of  shoes  will  also  be  determined  in  the  market 
by  the  forces  of  demand  and  supply  which  operate  when  the  shoes 
are  sold.  So  it  is  with  the  product  of  any  capital  instrument ;  its 
value  will  be  governed  by  the  laws  of  market  price  as  explained  in 
the  preceding  chapters.  Setting  a  value  upon  the  capital  will  not 
avail  to  dictate  the  terms  upon  which  its  product  can  be  sold.  A 
given  set  of  capital  instruments  may  be  very  productive,  in  the 
sense  that  it  turns  out  a  large  stream  of  products,  but  if  these 
products  cannot  be  sold  at  profitable  prices,  the  value  of  the 
capital  instruments  will  be  very  low,  or  even  non-existent.  This  is 
true  of  capital  when  the  demand  for  its  products  has  declined 
or  disappeared.  The  abandoned  farms,  factories,  and  railroads 
which  one  occasionally  sees  bear  testimony  to  the  fact  that  the 
value  of  capital  goods  is  derived  from  that  of  then*  income,  just 
as  the  worthless  stocks  and  bonds  which  accumulate  in  the  hands 
of  ignorant  investors  are  painful  evidence  that  property  rights 
have  no  value  in  themselves. 

This  two-sided  relationship  between  capital  and  income  may  be 
pictured  by  the  following  diagram : 

Capital  goods >•  Flow  of  benefits  (income) 


I 


Value  of  capital  ■< Value  of  income 

This  shows  that  capital  in  the  physical  sense  produces  income ;  that 
income  derives  its  value  from  the  conditions  governing  the  market 
at  the  time  it  is  sold  or  enjoyed ;  that  the  estimated  amount  of 
future  value  of  income  governs  the  value  of  the  physical  capital 
by  which  the  income  is  produced. 

Discount  and  the  laws  of  price.  It  is  essential  that  we  under- 
stand exactly  how  this  process  of  discount  is  related  to  the  general 
laws  of  price  which  we  have  previously  developed.     We  have  found 
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that  competitive  prices  are  determined  either  by  demand  and 
supply,  or  by  cost  of  production,  or  (occasionally)  by  the  will  of  a 
sole  buyer.  We  have  seen  that  the  fundamental  thing  back  of 
demand  is  the  marginal  utility  of  the  good  in  question.  Marginal 
utility  is  what  governs  the  action  of  the  buyers,  and  it  is  also 
the  controlling  influence  upon  sellers  in  the  case  of  those  goods 
which  are  not  reproducible,  such  as  land,  and  whose  exchange 
therefore  involves  sacrifice  of  use  by  the  seller.  Even  in  the  case 
of  monopoly  prices  demand  plays  an  important  role,  and  here  also 
marginal  utility  is  the  controlling  factor. 

Now  the  marginal  utility  of  an  instrument  of  capital  to  any  per- 
son is  based  upon  his  estimate  of  the  utility  of  the  income  which 
he  anticipates  from  it.  And  since  all  such  income  is  in  the  future, 
the  discount  process  is  necessarily  involved  in  arriving  at  its  pres- 
ent value,  upon  which  depends  the  utility  of  the  capital  instru- 
ment. 

This  mechanism  appears  most  clearly  in  the  case  of  those  capi- 
tal instruments  whose  values  are  in  no  way  related  to  cost  of  pro- 
duction, either  because  they  have  no  cost  of  production  or  because 
they  are  not  reproducible.  Land  is  an  important  example  of  this 
type  of  capital.  The  value  of  a  given  acre  of  land  will  be  set  by 
the  forces  of  demand  and  supply  in  the  real  estate  market.  Both 
buyers  and  sellers  will  base  their  offers  upon  their  individual  esti- 
mates of  the  value  of  the  services  which  may  be  anticipated  from 
this  acre.  If  the  consensus  of  judgment  is  that  land  of  this  sort 
may  be  expected  to  return  a  future  net  income  of  SIO  a  year  for- 
ever, and  if  the  interest  rate  is  five  per  cent,  this  plot  of  ground  will 
have  a  sale  price  of  S200 ;  i.e.,  10  -^  y^.  The  general  formula 
for  the  present  worth  of  a  uniform  perpetual  income  is  P  =  i  -r-  r, 
in  which  P  stands  for  the  present  w^orth,  i  stands  for  the  periodical 
payment,  and  r  stands  for  the  rate  of  interest.^     A  rise  in  the  ex- 

'  This  formula  is  derived,  as  a  special  case,  from  the  general  interest  formula, 
remembering  that,  in  this  case,  the  interest  is  not  compounded  but  paid  each  year, 
so  that  the  principal  is  brought  back  each  year  to  the  original  amount.  According 
to  the  general  formula, 
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pected  value  of  the  net  income  from  $10  to  $20  per  year,  the  interest 
rate  remaining  the  same,  will  double  the  value  of  the  acre ;  a  fall 
in  the  value  of  the  income,  the  interest  rate  again  remaining  the 
same,  will  diminish  the  value  of  the  acre.  Obviously  this  is  true 
of  all  lands.  The  same  may  be  said  of  all  goods  which,  though 
produced  by  man,  cannot  be  reproduced.  There  can  be,  for  ex- 
ample, but  one  Panama  Canal,  and  one  Suez  Canal,  one  system  of 
piers  in  New  York  Harbor,  one  power  dam  on  the  site  of  a  given 
waterfall.  If  a  company  were  organized  to  buy  the  Panama  Canal 
and  operate  it  for  profit,  the  price  the  stockholders  would  be  willing 
to  pay  would  be  determined,  through  the  discount  process,  by  their 
expectation  of  the  net  yield  to  be  derived  from  toll  charges.  The 
fact  that  it  cost,  let  us  say,  two  hundred  millions  to  build  the  canal 
would  not  figure  in  their  computation  of  its  present  value.  So  it 
is  with  all  capital  instruments  which,  though  they  have  a  cost  of 
production,  cannot  be  duplicated. 

The  relation  between  future  income  and  present  value  appears 
very  clearly  also  in  the  case  of  reproducible  goods  when  the  in- 
come realized  turns  out  to  be  less  than  was  anticipated.  Build- 
ings, we  know,  are  reproducible  goods,  made  by  groups  of  men  to 
be  sold  at  a  profit.  The  construction  of  dwellings,  office  buildings, 
hotels,  and  factories  wnTnot  be  undertaken  unless  the  builders 
expect  the  selling  price  to  be  as  high  as  the  cost  of  production. 
But  after  the  costs  involved  in  the  erection  of  a  given  building  have 
been  born  and  t_he._bjiilding  is  offered  for  sale,  the  price  will  be 
determined  by  the  buyers'  estimate  of  the  present  worth  of  its 
future  products.  A  "summef  resort  constructed  at  great  expense 
in  an  unpopular  place  will  command  a  price  lower  than  its  cost  of 

Assuming  a  single  interest  period,  n  =  1.     Then 

p=-A_. 

1  +  r 
But  A  =  P  +  i.     Hence 

Pr  =i 

P=l 
r 
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production  because  the  discounted  value  of  the  net  income  to  be 
derived  from  its  operation  is  low.  For  the  same  reason  an  oflBce 
building  erected  in  a  decaying  town  will  have  a  value  below  its 
cost  of  production ;  so  also  will  a  railroad  which  runs  through  de- 
serted territory,  or  a  machine  whose  products  cannot  be  sold,  or  a 
department  store  which  has  lost  its  patronage,  or  any  other  existing 
capital  instrument  whose  income,  when  discounted,  gives  it  a  low 
present  value. 

Discounted  income  and  cost  of  production.  Now  there  is  a 
vast  number  of  goods  which  are  staples  in  the  market.  They  are 
constantly  being  reproduced  as  a  matter  of  routine  business  prac- 
tice ;  day  after  day  they  appear  in  a  steady  stream  upon  the  markets 
of  the  world.  The  producers  of  these  goods,  after  they  have  offered 
their  supplies  for  sale,  must  be  content  with  a  price  determined 
by  the  laws  of  market  price,  in  the  operation  of  which  the  dis- 
count process  will  govern  the  demand  of  the  buyers.  But  what 
if  the  estimate  thus  placed  by  the  buyers  upon  any  given  quan- 
tity of  the  goods  differs  from  the  cost  of  producing  this  quantity  ? 
The  discrepancy  will  be  resolved,  as  we  have  learned,  through  the 
power  of  the  producers,  on  the  one  hand,  to  avoid  future  costs  by 
giving  up  the  production  of  these  goods  or  reducing  their  output  or, 
on  the  other  hand,  to  increase  future  costs  by  increasing  their 
output.  Their  decision  on  this  point  will,  after  an  interval 
of  time,  exert  an  influence  upon  the  value  of  the  capital  goods 
they  are  producing.  If  they  produce  an  increased  quantity 
of  the  capital  goods,  the  benefits  derived  from  them  will  increase  in 
quantity  and  command  a  lower  price;  hence  the  discounted 
value  of  the  capital  goods  will  fall.  On  the  other  hand  if  the 
producers  reduce  their  output  of  the  capital  goods,  the  peculiar 
benefits  which  flow  from  these  goods  will  become  scarcer  and  their 
price  will  rise,  hence  raising  the  discounted  value  of  the  capital 
goods.  In  other  words,  it  is  the  willingness  or  unwillingness^ 
the  producers  to  bear  future  costs  which,  by  affecting  the  value 
of  the  jncorne  from  capital,  brings  marginal  utility  and  cost  of  _ 
production  into  harmony  aiid_so  influences  the  selling  prices  of 
capital  instruments. 
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Inthejiase-otstandard  and  staple  goods,  the-mark^ts  for  which 
have  settled  to  a  point  of  relatively  stable  equilibrium,  the  pro- 
ducers may  confidently  take  the  present  price  as  an  indication  of 
what  the  future  price  will  be.  If  the  present  price  of  the  good 
stands  very  much  above  the  cost  of  making  it,  existing  producers 
will  be  tempted  to  expand  their  output ;  while  at  the  same  time 
other  enterprisers  will  be  tempted  by  the  prospect  of  large  profit 
to  engage  in  its  production.  These  activities  will  cause  the  dis- 
counted value  of  the  instrument  to  fall  as  its  income  grows  cheaper, 
due  to  increased  plenty. 

If  the  industryjs_subject  to  the  condition  of  increasing  costs 
the^marginal  cost  of  producing  the  instrument  will  rise  as  at-, 
tempts  are  made  to  supply  it  in  larger  quantities.  As  a  result  of 
both  of  these  tendencies,  the  discounted  value  and  the  marginal 
cost,  which  at  the  outset  were  different  from  each  other,  will  begin 
to  draw  together.  On  the  other  hand  if  the  present  price  of  the 
capitaRnstrument  had  been  below  the  marginal  cost,  enterprisers 
desirous  of  avoiding  the  losses  caused  by  this  situation  would  aban- 
don the  production  of  the  instrument  entirely  or  contract  their 
output  of  it.  This  restriction  in  the  supply  of  the  instrument 
would  cause  the  income  it  produces  to  grow  scarcer  and  higher  in 
price,  with  the  result  that  the  discounted  value  of  the  instrument 
would  rise.  And  the  diminution  in  the  production  of  the  capital 
instrument  would  reduce  the  marginal  cost  of  production.  Again 
there  would  be  a  tendency  for  the  two  —  cost  of  production  and  dis- 
counted value  —  to  approximate  each  other. 

If,  on  the  other  hand,  production  is  subject  to  the  condition  of 
constant  cost,  as  the  reader  will  recall  may  be  the  case  in  some 
industries,  price  will  be  determined  solely  by  the  cost  of  production. 
But  the  discounting  process  will  be  no  less  potent  in  its  influence 
upon  the  demand  of  the  buyers,  and  producers  will,  as  described 
in  the  preceding  paragraphs,  by  either  reducing  or  increasing  their 
output  determine  such  quantity  of  production  as  will  cause  the 
marginal  utility  to  agree  with  the  cost.  -..__ 

,  Practical  aspects  of  the  theory  of  value.     The  very  considerable 
time  which  we  have  devoted  to  the  study  of  the  theory  of  price 
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and  value  is  justified  by  the  outstanding  importance  of  these  con- 
cepts in  every  department  of  business  and  practical  affairs.  Inas- 
much as  the  whole  modern  social  system  rests  upon  private  owner- 
ship of  wealth  and  free  exchange,  problems  of  value  are  at  the  heart 
of  the  practical  enterprises  of  mankind.  This  appears  nowhere 
more  clearly  than  in  the  field  of  investment.  The  ownership  of 
corporations  (in  the  broadest  sense)  is  expressed  in  their  stocks  and 
bonds.  These  securities  are  bought  and  sold,  in  some  cases  daily 
or  even  hourly  on  the  exchanges,  in  other  cases  more  or  less  rarely 
and  privately.  Values  are  determined  thus,  by  the  action  of  de- 
mand and  supply ;  and  back  of  demand  and  supply  is  always  the 
process  of  discount  or  capitalization  of  income.  The  buyers  of  any 
particular  stock  present  a  certain  demand,  because  they  have,  first, 
separately  made  their  estimates  of  the  future  incomes  to  be  ex- 
pected from  this  stock,  basing  their  estimates  upon  all  they  know 
about  the  factors  which  will  affect  the  earnings  of  this  corporation 
—  factors  of  which  we  have  examined  typical  examples  in  the  pre- 
ceding chapters  —  and,  secondly,  have  capitalized  these  expected 
future  incomes  at  what  they  consider  proper  interest  rates,  in  ac- 
cordance with  the  discount  process  which  has  been  investigated 
in  this  chapter.  The  supply  of  the  particular  stock,  presented  by 
the  sellers,  is  determined  in  precisely  the  same  way.  Consciously 
or  unconsciously,  every  buyer  or  seller  or  owner  of  corporate 
securities  is  making  practical  use  of  value  theory  in  reaching  his 
decisions  to  buy  or  to  sell  or  to  hold. 

That  the  values  of  corporate  shares  sometimes  appear  to  be  quite 
out  of  harmony  with  the  incomes  obtained,  so  far  from  being  denial 
of  the  validity  of  our  theory  of  value,  is  the  best  proof  of  its  truth. 
Before  the  sensational  stock  market  crash  in  the  United  States 
in  the  autumn  of  1929,  the  prices  of  American  stocks  generally  were 
very  high.  For  example  the  common  stock  of  the  United  States 
Steel  Corporation  reached  its  high  point  of  26 If  on  September  3. 
The  annual  dividend  rate  being  seven  per  cent,  purchasers  at  this 
price  and  owners  who  held  at  this  price  were  apparently  satisfied 
with  a  return  of  only  2|  per  cent.  Now  the  fact  is  that  American 
stock  holders  are  not  satisfied  with  any  such  return  as  that,  and 
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the  explanation  is  that  these  investors  were  not  so  naive  as  to  dis- 
count only  present  income ;  they  were  acting  in  accordance  with 
sound  theory  and  discounting  the  future  incomes  expected  to 
flow  from  shares  in  the  United  States  Steel  Corporation,  based  upon 
surpluses  already  accumulated  and  expected  future  earnings. 
September,  1929,  witnessed  the  culmination  of  a  long  period  of 
buoyant  optimism  among  investors,  and  the  general  anticipation  of 
future  earnings  of  American  corporations  was  high.  The  reaction 
is  seen  in  high  values  and  low  apparent  yields  all  along  the  line. 
To  mention  only  two  more  cases,  the  common  stock  of  the  American 
Telephone  and  Telegraph  Company  sold  on  September  19  at 
310-^,  showing  a  yield  just  under  three  per  cent  on  the  basis  of 
annual  dividends  of  nine  per  cent.  General  Electric  Company 
common  stock  sold  at  403  on  August  20,  although  its  dividend 
payments  in  1929,  including  extra  dividends,  amounted  to  only 
six  dollars,  indicating  a  present  yield  of  less  than  one  and  a  half 
per  cent.  These  are  among  the  aristocracy  of  "  gilt-edged  " 
securities,  not  the  really  "  speculative  "  stocks. 

That  these  rosy  views  of  the  business  future  were  exaggerated 
and  not  warranted  by  the  facts  was  the  opinion  of  some  of  the  more 
conservative  observers  as  early  as  the  summer  of  1929,  and  the 
correctness  of  this  opinion  was  demonstrated  by  the  collapse  of 
values  that  occurred  in  October  and  November.  United  States- 
Steel  dropped  from  its  high  price  of  261f  to  150,  on  November  13 ; 
American  Telephone  and  Telegraph  came  down  from  the  high 
peak  of  3101  to  197i  on  the  same  day;  and  General  Electric 
experienced  a  dizzy  fall  from  its  proud  eminence  of  403  to  the 
modest  price  of  168|^.  At  the  new  price,  Steel  stood  to  yield  on 
the  basis  of  the  past  year's  dividends  4f  per  cent,  American  Tele- 
phone and  Telegraph,  4^  per  cent,  and  General  Electric,  3^  per 
cent. 

The  Important  lesson  for  our  present  purpose  is  that  it  was  the 
investors'  and  speculators'  estimates  of  future  facts,  not  their 
theory  of  value,  that  was  wrong.  This  is  of  course  not  to  say  that 
every  investor  or  speculator  goes  through  a  careful  process  of 
estimating  and  discounting  future  corporation  earnings;    many 
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jump  immediately  to  the  conclusion  that  security  prices  will  go 
up  or  down  on  the  basis  of  past  quotations  or  rumors.  But  back 
of  all  such  evidence  rests  the  judgment  of  those  who  are,  to  the 
best  of  their  ability,  predicting  and  discounting  future  incomes. 
And  this  brings  out  clearly  the  principle  that  all  value  is  the 
resultant  of  human  judgment,  human  estimates  of  future  events. 
Obviously  no  one  is  sure  of  the  future.  In  any  broad  market,  such 
as  the  stock  market,  there  are  dealers  of  all  degrees  of  knowledge 
and  judgment,  from  those  who  by  resort  to  all  possible  sources 
seek  to  inform  themselves  of  conditions  and  exercise  the  best  judg- 
ment that  is  humanly  possible,  to  those  who  act,  without  knowledge 
or  intelligence,  on  the  basis  of  rumors  or  "  tips  "  or  mere  guess 
work.  The  resultant  demand  and  supply  are  the  consequences  of 
the  composite  judgment  of  these  buyers  and  sellers,  weighted  in 
proportion  to  their  respective  resources.  Knowledge,  and  igno- 
rance, sound  judgment  and  recklessness,  conservative  investment 
and  pure  gambling,  all  combine  to  determine  prices,  through  the 
chain  of  cause  and  effect  which  we  know  as  the  laws  of  price  or 
value. 

The  overworked  term,  "  value."  Although  the  concept  of 
value  as  used  in  the  science  of  economics  is  thus  basic  in  practical 
affairs  and  is  so  recognized  by  practical  men,  there  have  developed 
in  certain  administrative  fields  other  concepts,  closely  related  to 
value  though  not  precisely  the  same,  which  generally  go  by  the 
name  of  "  value."  The  accountant  finds  it  necessary  to  assign 
values  to  the  various  items  in  his  statements.  Starting  with  the 
basic  notion  of  value,  accounting  practice  has  evolved  certain  con- 
cepts which  serve  its  purposes  but  depart  more  or  less  from  the 
economic  notion  of  value.  Thus  items  of  wealth,  such  as  land, 
buildings,  machinery,  etc.,  may  be  carried  on  the  books  on  various 
bases  of  cost,  cost  less  depreciation,  replacement  cost  less  depre- 
ciation, etc.,  even  though  these  "  values  "  may  be  known  to  be 
higher  or  lower  than  the  considerations  for  which  the  articles  could 
be  sold.  "  Goods  in  process  "  of  manufacture  are  "  valued  "  on 
the  cost  accountant's  books  on  such  bases  as  cost  of  materials 
plus  direct  labor  cost,  with  or  without  a  share  of  overhead,  even 
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though  in  certain  cases  there  might  be  no  possibihty  of  sale  of  such 
partly  finished  products  except  to  another  manufacturer  in  the 
same  line,  in  the  absence  of  which  these  goods  might  have  no  real 
value  except  as  scrap.  In  such  cases  as  this  the  term  value  is 
frankly  used  to  mean  something  different  from  the  economic 
concept  of  value.  It  is  always  unfortunate  where  the  same  term 
is  used  with  diverse  meanings,  but  a  clear  understanding  of  the 
situation  will  generally  suffice  to  avoid  confusion. 

Thejtrue  valueof  a  corporation  may  generally  be  best  shown  by 
the  total  market  value  of  its  securities.  This  may,liowever,  differ 
wideT;\^om  the  value  of  its  assets  as  shown  by  the  balance  sheet. 
The  discrepancy  will  be  due  to  a  variety  of  causes.  In  the  first 
place  the  accountants'  valuations  may  depart  from  market  value, 
as  already  seen;  and,  such  as  they  are,  they  may  not  be  kept 
strictly  up  to  date.  Secondly,  the  balance  sheet  may  not  include 
certain  property  rights  of  an  especially  intangible  or  elusive  nature, 
such  as  the  character  of  management,  certain  franchise  or  con- 
tract rights,  the  "good  will  "  of  an  established  clientele,  etc. — 
factors  which  are  combined  under  the  title  of  "going  concern 
value  "  and  upon  which  the  future  earnings  of  the  enterprise  may 
in  large  part  depend.  The  balance  sheet  valuation,  though  serving 
effectively  its  own  purpose,  may  thus  depart  materially  from  the 
economic  concept  of  value.  That  the  latter  is  the  fundamental 
one  is  demonstrated  by  the  very  fact  that  buyers  and  sellers  arrive 
at  values  differing  from  those  shown  by  the  balance  sheet. 

In  the  practical  task  of  regulating  the  rates  of  public  utility 
corporations,  such  as  the  railroads,  the  telephone  and  telegraph 
companies,  gas  and  light  companies,  etc.,  it  is  found  necessary  to 
ascertain  "  values  "  of  the  capital  invested  in  order  that  the  legally 
determined  rates  may  permit  a  "  fair  return  "  on  the  investment. 
In  this  task  the  various  official  regulatory  bodies,  such  as  the  United 
States  Interstate  Commerce  Commission,  the  state  railroad  and 
public  utility  commissions,  etc.,  and  the  courts  have  developed  a 
technique  of  "  valuation,"  which  scarcely  pretends  any  longer  to 
seek  to  arrive  at  the  economic  concept  of  what  the  property  would 
sell  for.     What  is  actually  sought  is  a  "  rate  base  "  which  shall 
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effectively  serve  tlie  purposes  of  regulation.  That  such  rate  base 
continues  to  be  called  "  value  "  should  not  confuse  the  well 
informed.^ 

A  modified  concept  of  value  is  likewise  used  in  taxation,  especially 
in  America,  but  unfortunately  with  less  of  candor  than  prevails 
among  those  who  deal  with  public  utility  rate  making.  Exami- 
nation of  the  property  tax  laws  of  the  forty-eight  states  would  show 
that  these  taxes  are  imposed  universally  upon  the  value  of  the 
taxable  property  and  that,  with  few  if  any  exceptions,  the  law- 
makers had  in  mind  the  concept  of  value  as  used  in  economic 
science.  The  legislatures  have  gone  out  of  their  way  to  specify 
"  market  "  value,  "  cash  "  value,  "  actual,"  "  fair,"  "  true  and 
just  "  value,  what  the  property  would  bring  if  sold  "  by  a  willing 
seller  to  a  willing  buyer,"  etc.  Property  tax  administration,  as  the 
result  of  circumstances  which  will  be  examined  later,^  has  failed 
miserably  to  carry  out  this  idea  of  value,  while  still  generally 
maintaining  the  pretense  of  a  true  valuation.  Assessed  values  are 
practically  never  the  same  as  true  values  and  vary  all  the  way  from 
considerably  above  the  true  value  to  as  little  as  five  or  ten  per  cent ; 
as  a  rule  assessments  are  far  below  true  value.  It  is  safe  to  say 
that  tax  administration  will  never  be  competent  to  place  true  values 
upon  all  the  complex  kinds  of  property  which  in  America  are 
taxable.  For  many  classes  of  property  it  may  become  necessary 
to  emulate  the  frankness  of  the  rate-making  authorities  and  set 
up  a  more  or  less  arbitrary  "  tax-base  "  which  will  be  workable. 

The  use  of  the  term  value  in  these  varying  meanings  has  been  the 
source  of  much  confusion  —  confusion  which  is  to  be  escaped  only 
by  recognition  that  book  values,  rate-base  values,  tax  values,  etc. 
are  generally  neither  the  same  thing  as  value  in  the  economic  sense, 
nor  consistent  with  each  other.  It  is  not,  as  is  sometimes  assumed, 
indisputable  evidence  of  fraud  or  corruption  when  a  railroad  reports 
one  "  value  "  to  the  rate-making  commission  and  another  to  the 
tax  assessors.     Nor  is  there  the  supposed  fine  logic  in  the  proposal 

1  See  G.  G.  Tunell,  Valtiefor  Taxation  and  Value  for  Rate  Making,  Proceedings  of 
the  Twentieth  National  Tax  Conference,  1927,  pp.  263-279. 

2  See  Chapter  XLIII. 
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to^togjtax^vasjon^bxp^i'niitting  the.  state  to  buy  in  any  property 
at  the  valuation  on  the  owner's  tax  return.  Discrepancies  be- 
tween market  and  book  values  do  not  necessarily  demonstrate 
^itherToolish  buying  or  crooked  accounting.  And  finally  the 
situation  does  not  demonstrate  hopeless  confusion  as  to  the  mean- 

ing  of  value.^  i ■      ' 

EXERCISES 

1.  Suppose  $100  to  be  deposited  in  a  savings  bank  which  pays  four  per  cent 
interest  on  such  deposits. 

(a)  What  would  this  deposit  be  worth  in  three  years'  time  if  no  money 

were  withdrawn  in  the  meantime? 
(6)  What  would  it  be  worth  in  six  years  ? 
(c)   What  would  it  be  worth  in  fifteen  years? 
Note.     Solve  (a)  exactly.     For  (b)  and  (c)  work  out  the  formula  only. 

2.  Suppose  the  interest  rate  to  be  five  per  cent.  What  is  the  present  value 
of  a  promissory  note  for  $1,000  due  in  two  years? 

3.  Suppose  the  interest  rate  to  be  five  per  cent.  A  bond  is  issued  which 
is  described  as  follows:  "$1,000,  ten  year,  six  per  cent  bond."  This  descrip- 
tion means  that  the  owner  of  the  bond  will  receive  $60  per  year  (six  per  cent 
of  $1,000)  for  ten  years  and  a  redemption  payment  of  $1,000  at  the  end  of  the 
tenth  year.  What  is  the  present  value  of  this  bond?  Work  out  the  formula 
only. 

4.  A  business  man  obtains  a  contract  from  which  he  draws  a  net  profit  of 
$5,000  per  year,  the  contract  expiring  in  six  years.  At  what  price  could  he 
sell  this  contract  at  the  end  of  the  fourth  year,  if  the  interest  rate  at  that  time 
is  four  per  cent  ? 

5.  A  certain  piece  of  land  can  be  made  to  return  a  perpetual  net  income 
of  $500  a  year.  What  is  its  present  value,  (a)  at  a  five  per  cent  rate  of  inter- 
est?    (b)  at  a  four  per  cent  rate?    (c)  at  a  six  per  cent  rate? 

6.  In  general,  if  income  value  remains  unchanged  what  is  the  effect  on  the 
value  of  capital,  (a)  of  a  rise  of  the  interest  rate?  (b)  of  a  fall  of  the  interest 
rate? 

Suggestions  for  Further  Reading  on  Part  II,  the  Laws  of  Price 

Sections  devoted  to  the  subjects  of  price  and  value  will  be  found  in  all 
of  the  general  economics  texts  listed  at  the  end  of  Part  I.  The  following 
will  be  found  especially  useful : 

Edie,  L.  D.     Econoynics :  Principles  and  Problems.     New  York,  1926 
Recent  Economic  Changes  in  the  IJnited  States.     Report  of  the  Committee 

on  Recent  Economic  Changes,  of  the  President's  Conference  on 

Unemployment.     New  York,  1929 

1  For  an  interesting  discussion  of  these  matters,  written  from  a  somewhat  differ- 
ent viewpoint,  see  L.  D.  Edie,  Economics:  Principles  and  Problems,  1926,  especially 
pages  167-174. 
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Fisher,  I.    Elementary  Principles  of  Economics.    New  York,  1912 
Marshall,   A.    Principles   of  Economics.    Seventh   edition.     London, 

1916 
Taylor,  F.  B.     Principles  of  Economics.     New  York,  1921 
Shearman,  H.  P.    Practical  Economics.    New  York,  1922 

Among  the  works  devoted  more  particularly  to  the  subject  of  price  and 
value,  the  following  are  suggested  : 
Mills,  F.  C.     The  Behavior  of  Prices.     New  York,  1927 
ScHULTZ,  H.     Statistical  Laws  of  Demand  and  Supply.     Chicago,  1928 
Henderson,  H.  D.     Supply  and  Demand.     New  York,  1922 
WiESER,  F.  von    Natural  Value.     (English  translation)  London,  1893 
Davenport,  H.  J.     The  Economics  of  Enterprise.     New  York,  1913 
Meeker,  J.  E.     The  Work  of  the  Stock  Exchange.     New  York,  1922 

See  also  the  books  on  money  and  prices  listed  at  the  end  of  Part  IIL 
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CHAPTER  XVIII 
MONEY 

The  modern  economic  structure  is  reared  on  the  foundation  of 
division  of  labor  and  exchange  of  products.  This  was  the  funda- 
mental thesis  of  Part  I  of  the  present  book,  and  Part  II  was  de- 
voted to  the  principles  of  value,  which  regulate  exchange  and 
through  exchange  control  the  production  and  distribution  of  wealth 
and  services.  Exchange,  in  its  modern  omnipresence  and  com- 
plexity, would  be  impossible  without  an  efficient  medium,  which 
brings  us  to  the  subject  of  money,  the  medium  of  exchange. 
Money  and  its  correlative,  banking,  furnish  therefore  the  central 
theme  of  the  third  part  of  this  book. 

Examples  of  primitive  money.  Money  appears  today  and  has 
appeared  in  the  past  in  such  a  variety  of  forms  that  one's  first 
steps  in  its  study  are  apt  to  produce  a  sense  of  bewilderment. 
There  are  coins  of  gold,  silver,  nickel,  bronze,  and  other  metals. 
There  are  pieces  of  paper  inscribed  with  promises  and  other  con- 
tracts. Cattle  and  sheep  have  been  used  as  money,  as  well  as 
wheat,  corn,  tobacco,  musket  balls,  beaver  skins,  fish,  meat,  shell 
beads,  gold  dust,  and  so  on.  Monetary  history  discloses  that 
each  community  has  inclined  to  adopt  as  its  money  some  com- 
modity or  commodities  of  common  use  among  the  people,  some- 
thing that  is  desired  by  most  of  the  people  most  of  the  time. 

One  of  the  earliest  forms  of  money  of  which  we  have  knowledge 
is  the  sheep  and  cattle  of  peoples  on  the  pastoral  stage  of  economic 
development.  Most  of  the  people  derived  their  living  from  their 
flocks,  and  these  represented  their  principal  form  of  wealth.  One 
would  always  welcome  an  addition  to  his  flock,  and  thus  it  became 
the  natural  thing  to  use  the  domestic  animals  as  money.  The  word 
"  pecuniary,"  derived  from  the  Latin  word  pecm  for  cattle,  is  an 
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interesting  heritage  of  the  early  stage  in  which  cattle  and  money 
were  in  a  sense  synonymous. 

The  early  settlers  of  Virginia  and  the  other  southern  colonies 
found  the  cultivation  of  tobacco  their  most  profitable  occupation. 
A  considerable  part  of  the  people  was  engaged  directly  or  indirectly 
in  the  tobacco  business,  either  as  planters,  carriers,  dealers,  or 
exporters.  So  tobacco  was  generally  acceptable;  even  the  indi- 
vidual who  neither  smoked  nor  chewed  accepted  tobacco  readily, 
since  he  knew  he  could  always  exchange  it  for  other  things. 

The  American  Indians  made,  out  of  the  inner  whorls  of  certain 
periwinkle  shells  found  along  the  seacoast,  small  beads,  which  they 
prized  highly  as  ornaments.  They  were  strung  on  thongs  and 
braided  and  woven  to  make  necklaces,  bracelets,  belts,  and  sashes, 
and  the  wealth  and  social  standing  of  the  brave  was  apt  to  be 
indicated  by  the  quantity  of  this  "  wampum  "  which  he  could  dis- 
play. Being  thus  universally  desired,  wampum  became  the  money 
of  the  Indians.  So  far  we  have  merely  another  example  of  the 
ordinary  historical  origin  of  money.  But  note  what  happened 
when  the  white  settlers  came  and  opened  commercial  relations 
with  the  Indians.  An  important  trade  arose  in  skins  and  other 
forest  products,  particularly  beaver  skins,  which  the  colonists 
could  always  export  to  Europe  on  favorable  terms.  Since  an 
Indian  would  always  accept  wampum  in  exchange  for  beaver,  the 
white  traders  were  themselves  perfectly  willing  to  accept  it.  And 
since  the  traders  would  always  accept  it,  other  whites  who  had 
dealings  with  them  were  willing  to  receive  it.  Before  long  any 
white  man  would  receive  wampum,  knowing  that  he  could  always 
use  it  for  making  purchases,  not  only  from  the  Indians  but  from 
the  other  whites  as  well.  So  there  grew  up  a  form  of  money  of  no 
intrinsic  value  to  the  people  themselves,  but  drawing  its  value 
entirely  from  its  exchangeability,  acceptable  to  each  because 
acceptable  to  all,  and  based  finally  upon  its  acceptability  by  a 
race  of  barbarian  neighbors. 

The  common  characteristic.  From  these  few  examples  one  can 
derive  a  mental  picture  of  the  origin  of  money  and  of  the  great 
number  of  commodities  which  have  served  as  money  in  Aarious 
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places  and  at  various  times.  But,  what  is  of  more  significance, 
one  begins  to  sense  a  common  feature  among  all  this  otherwise 
bewildering  variety  of  monetary  expedients,  a  feature  which  is  at 
first  likely  not  to  be  appreciated  because  of  its  very  obviousness. 
This  is  the  character  of  general  acceptability  in  exchange  for  other 
things.  Some  of  the  early  forms  of  money  were  clearly  desirable 
for  their  own  sake.  Indeed  all  money  doubtless  arose  out  of 
articles  thus  desirable.  But  others,  such  as  the  wampum  used 
by  the  New  England  colonists,  were  of  no  use  whatever  for  the 
direct  satisfaction  of  wants.  Such  forms  of  money  were  desired 
only  because  of  their  general  acceptabilit}'  in  exchange. 

It  is  the  fact  that  money  is  acceptable  generally  which  makes  it 
acceptable  to  each  individual,  if  we  may  be  permitted  a  statement 
which  appears  to  involve  reasoning  in  a  circle.  If  the  person  who 
has  valuable  goods  to  sell  is  willing  to  accept  in  exchange  a  coin 
of  gold,  or  a  piece  of  paper  engraved  with  the  promissory  note  of  a 
bank,  or  a  bale  of  tobacco  leaves,  it  is  not  ordinarily  because  he  has 
any  need  of  these  particular  articles ;  they  may  be  quite  incapable 
of  satisfying  directly  any  of  his  wants.  He  accepts  them  simply 
because  he  knows  that  at  any  time  he  chooses  he  will  find  other 
people  willing  to  accept  them  in  exchange  for  whatever  they  may 
have  to  sell  to  him.  This  is  the  fundamental  characteristic  of 
money ;  so  long  as  this  qualification  is  met  there  may  be  the  utmost 
diversity  as  to  other  features. 

Money  is  local.  The  general  acceptability  of  money  is  always^ 
more  or  less  local.  Most  American  merchants  would  refuse  to 
accept  a  Bank  of  England  note  in  payment  for  goods  sold,  and  a 
Canadian  quarter  is  not  generally  acceptable  in  America  except 
close  to  the  border.  The  foreign  traveller  has  to  exchange  his  own 
money  for  the  moneys  of  the  particular  countries  which  he  proposes 
to  visit.  In  general  each  nation  has  its  own  monetary  system,  and 
the  money  of  one  nation  is  usually  not  acceptable  within  the 
borders  of  other  nations.  By  general  acceptability  we  mean 
acceptability  within  the  particular  community. 

Definition  of  money.  We  have  now  all  the  essentials  oT  the 
scientific  definition  of  money,  which  was  stated  but  not  explained 
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in  a  previous  chapter.     Money  consists  of  articles  nf  wfq^th  and 
property  rights  which  are. generally  accepted  in  a  certain  commumh^ 
in  exchange  for  other  wealth  and  services. 

Functions  of  money.  The  jprincipal  function  of  ..mon.ey.Js-tO- 
facilitate  exchange,  or  in  other  words  to  serve  as  a  "  medium  of 
exchange."  Money  thus  enables  people  to  escape  from  the  clumsy 
and  ineffective  device  of  barter.  As  a  corollary  to  its  main  func- 
tion, money  furnishes  the  unit  of  value,  that  universal  unit  bx 
which  alone  all  kinds  of  wealth  and  services  may  be  measured  and 
totalled.  As  another  corollary,  money  enables  us  to  break  up  and 
separate  our  sales  and  our  purchases  according  to  our  convenience, 
something  which  is  accomplished  only  with  the  greatest  difficulty  ~ 
under  the  regime  of  barter.  These  are  simple  statements.  Yet 
they  involve  principles  which  are  at  the  very  foundation  of  all 
modern  business  and  indeed  of  virtually  all  the  economic  activity 
of  civilized  mankind. 

Gold  and  silver.  At  various  times  and  places  a  wide  variety  of 
commodities  has  been  employed  as  money.  Yet  as  time  has  gone 
on  most  of  these  monetary  expedients  have  been  gradually  elim- 
inated, till  in  modern  times  the  civilized  world  has  quite  generally 
settled  down  to  use  of  the  precious  metals,  gold  and  silver,  and  of 
certain  property  rights  based  more  or  less  directly  upon  these 
precious  metals.  The  explanation  of  this  important  development 
will  appear  if  we  inquire  what  are  the  peculiar  qualities  of  gold  and 
silver  which  make  them  especially  fitted  to  serve  as  money. 

Qualities  of  the  ideal  money  commodity.  First  of  all,  gold  and 
silver  have  always  and  ever^'where  possessed  in  unusual  degree 
the  fundamental  quality  necessary  to  any  monetary  commodity, 
namely  general  desirability.  The  precious  metals  have  always 
been  desired  for  the  fabrication  of  ornaments,  and  in  modern  times 
they  have  also  important  mechanical  uses,  as  for  example  in 
dentistry.  It  would  be  difficult  to  think  of  any  other  commodity 
more  universally  desired. 

In  the  second  place  frnlH  and  silver  have  great  mine  in  small  hulk. 
This  is  an  important  consideration,  since  it  makes  possible  the 
carrying  of  a  considerable  value  without  being  burdened  by  the 
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weight.  If  one  considers  other  commodities  of  great  usefulness 
which  might  conceivably  serve  as  money,  such  as  wheat,  coal,  salt, 
etc.,  he  will  recognize  at  once  the  inconveniences  and  absurdities 
which  would  follow  the  use  of  such  a  bulky  medium  of  exchange. 
This^c[uality,of  the-preciousinetals  also  facilitates  the  transport  of 
money  easily  and  cheaply  from  one  place  to  another,  locally  and 
internationally. 

Again  gold  and  siher  have  the  advantage  of  durability.  Age 
and  exposure  do  not  materially  affect  tliem,  and  they  may  thus 
be  kept  indefinitely  without  danger  of  loss  from  physical  deteriora- 
tion. This  is  of  course  an  important  matter,  if  money  is  to  per- 
form its  function  of  enabling  people  to  make  their  sales  at  one  time 
and  their  piu-chases  at  a  later  time ;  that  is,  to  hold  in  the  form  of 
money  their  command  over  goods  and  services  generally.  No 
other  commodity  which  might  conceivably  serve  as  money  pos- 
sesses so  completely  this  quality  of  durability,  while  most  are 
patently  deficient.  The  Virginia  colonists  for  example  were 
always  suffering  loss  through  the  deterioration  of  their  stores  of 
tobacco  money. 

Another  desideratum  of  a  convenient  money  commodity  is 
^uniform  quaHty.  All  the  possible  advantages  of  monetary  ex- 
change are  not  obtained  when  each  piece  of  money  must  be  exam- 
ined and  tested  as  to  its  quality.  Wheat  would  make  a  poor  kind 
of  money  for  this  reason ;  so  would  coal  or  cotton  or  indeed  almost 
any  other  possible  commodity.  The  Virginia  legislature  had  to 
take  cognizance  of  the  distinction  between  "  good  tobacco  "  and 
"  bad  tobacco,"  and  it  was  necessary  to  have  officials  to  examine 
and  grade  the  tobacco.  Even  so,  the  colonist  had  always  to  be  on 
his  guard  against  receiving  payment  in  inferior  or  spoiled  money. 
This  was  also  a  serious  defect  of  the  wampum  currency  as  used  by 
the  New  England  colonists.  The  precious  metals,  on  the  other 
hand,  have  perfect  uniformity.  WTien  to  this  is  added  the  quality 
of  durability,  which  we  have  just  noted,  it  results  that  an  ounce  of 
fine  gold  is  exactly  like  any  other  ounce  of  fine  gold,  whether  it 
came  from  a  California  mine  in  1849  or  was  mined  last  year  in 
South  Africa  or  the  Klondike. 
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The  convenience  of  a  monetary  commodity  is  greatly  enhanced 
hy  divisibility,  which  faciHtates  the  making  of  payments  of  ail 
possible  amounts.  Many  commodities,  such  as  coal,  wheat,  cot- 
ton, etc.,  possess  this  quality;  others,  such  as  cattle,  do  not. 
Gold  and  silver  may  be  divided  and  made  into  coins  of  any  desired 
size  without  loss  of  value.  Gold  and  silver  have  also  the  obvious 
advantage  of  being  easily  recognized,  of  cognizahility .  They  are 
not  easily  confused  with  other  substances,  and  counterfeiting  is 
difficult. 

Stability  of  value.  Finally  gold  and  silver  have,  relatively  at 
any  rate,  stability  of  value.  This,  like  physical  durability,  is 
essential  in  order  that  wealth  may  be  held  in  the  form  of  money 
and  still  more  essential  in  connection  with  the  making  of  contracts 
for  future  payments,  loans,  deposits  at  the  bank,  and  investments 
in  general.  INIost  commodities  fluctuate  considerably  in  value 
from  day  to  day  and  may  undergo  great  changes  in  a  period  of 
months  or  of  years.  Such  changes  in  the  value  of  money,  in  which 
are  measured  the  values  of  all  other  goods  and  services  and  in 
whose  terms  all  kinds  of  contracts  are  drawn,  are  extremely  embar- 
rassing and  the  cause  of  unjust  loss  on  the  one  hand  and  unde- 
served gain  on  the  other.  They  produce  the  same  sort  of  confu- 
sion and  injustice  as  would  result  from  the  use  of  a  yardstick  of 
varying  length  or  a  quart  of  fluctuating  capacity.  Lack  of  stable 
value  was  the  most  serious  of  the  many  defects  of  the  Virginia 
tobacco  currency  and  the  rock  upon  which  that  particular  mone- 
tary system  finally  went  to  pieces.  The  price  of  tobacco  fell  from 
three  shillings  sixpence  per  pound  in  1628  to  only  a  penny  in  1665, 
with  disastrous  results,  which  the  reader  can  easily  imagine  and 
which  will  be  more  fully  appreciated  after  our  study  in  a  later 
chapter  of  the  relation  between  money  and  prices. 

Now  gold  and  silver  are  by  no  means  perfect  in  this  respect; 
they  are  subject  to  very  material  fluctuations  in  value,  a  defect 
which  has  led  to  serious  consideration  of  plans  for  an  entirely 
different  sort  of  monetary  system  not  based  on  the  value  of  any 
one  commodity.  Putting  aside  for  the  present  the  study  of  such 
plans,  we  note  here  that,  of  all  the  commodities  which  might  serve 
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as  money,  gold  and  silver,  or  at  least  gold,  possess  in  the  greatest 
degree  the  quality  of  stable  value.  This  is  in  large  part  due  to 
then-  durability.  Gold  and  silver  are  not  generally  destroj-ed  by 
use,  as  is  the  case  of  most  other  commodities,  such  as  wheat,  cot- 
ton, coal,  salt,  etc.  The  world's  stock  of  these  metals  is  thus  a 
slowly  increasing  mass  which  at  any  given  time  contains  much  of 
the  production  of  past  years  even  back  to  prehistoric  times.  The 
effect  produced  upon  this  total  stock  by  one  year's  production, 
whether  large  or  small,  is  not  very  important  and  has  smaller 
influence  upon  the  supply  and  the  value  than  in  the  case  of  another 
commodity,  like  wheat,  where  the  stock  at  any  time  is  generally 
limited  to  about  one  year's  production.  Yet  even  this  peculiarity 
of  the  precious  metals  has  not  prevented  great  changes  in  their 
value,  as  we  shall  later  see.  The  stability  of  gold  and  silver  is 
after  all  only  a  relative  stability  as  compared  with  other  com- 
modities. 

Superiority  of  gold  and  silver.  We  have  now  passed  in  review 
a  catalogue  of  some  seven  qualities  required  of  any  commodity 
which  is  to  perform  perfectly  the  monetary  functions.  There  is 
no  commodity  in  the  world  which  entirely  meets  these  seven 
requirements.  Gold  and  silver  have,  through  the  long  test  of  the 
world's  history,  proved  themselves  most  nearly  qualified,  which 
explains  the  fact  that  they  have  gradually  displaced  virtually  all 
other  commodities  in  the  monetary  systems  of  the  world.  Gold 
has  in  fact  proved  itself  better  qualified  than  silver  and,  since  the 
experiment  of  using  both  gold  and  silver  on  equal  terms  has  proved 
a  failure,  the  modern  nations  have  finally  settled  upon  gold  alone 
as  the  basis  of  their  monetary  systems,  using  silver  and  other 
metals  only  in  a  subsidiary  capacity.^ 

Government  control  of  money.  While  the  historical  data  are 
not  complete  nor  entirely  unambiguous,  it  is  safe  to  say  that  money 
originated  in  each  community  naturally  and  unconsciously  as  the 
result  of  slowly  established  custom.  That  is,  there  was  not  at  the 
start  an  inquiry  and  agreement  upon  the  commodity  which  should 
serve  as  money.     People  simply  fell  into  the  habit  of  accepting 

1  China  is  the  only  nation  of  importance  now  using  the  silver  standard. 
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some  one  commodity  in  preference  to  others  in  exchange  for  goods 
and  services  which  they  had  to  sell,  much  as  boys  at  a  certain  stage 
in  their  development  fall  into  the  habit  of  using  marbles  as  a 
medium  of  exchange.  Thus  the  monetary  system  became  firmly 
established  in  the  mores  of  the  community,  and  eventually  the 
government  took  cognizance  of  it  and  proceeded  to  define  and 
enforce  it.  For  centuries  the  control  of  the  monetary  system  has 
been  jealously  guarded  by  kings  and  rulers  as  one  of  the  most 
precious  attributes  of  sovereignty.  Today  the  system  in  all  its 
details  is  determined  by  law,  and  it  is  this  modern  legal  monetary 
system  with  which  we  are  concerned.  Government  (1)  specifies 
exactly  what  kinds  of  wealth  and  property  shall  be  money,  fixes 
tIie~monetary  unit,  defines  the  different  kinds  of  money  and  their 
relations  to  each  other,  (2)  coins  the  metallic  money  and  engraves 
and  prints  the  paper  money,  and  (3)  makes  and  enforces  rules 
regarding  legal  tender.  We  may  now  proceed  to  examine  the 
essential  features  of  the  monetary  system  as  it  prevails  among  the 
civilized  nations  of  today,  not  attempting  to  describe  the  system 
of  any  particular  country,  but  taking  our  illustrations  principally 
from  the  monetary  system  of  the  United  States. 

]\Ioney  includes  coins  of  gold,  silver,  and  certain  other  metals  or 
compositions,  such  as  copper,  nickel,  bronze,  etc.,  and  paper  money. 
The  latter  is  generally  of  two  forms,  either  certificates  representing 
the  right  of  the  bearer  to  coin  held  by  the  government,  or  promis- 
sory notes  either  of  the  government  or  of  a  bank  or  banks,  promis- 
ing to  pay  coin  or  some  other  kind  of  money  to  the  bearer.  We 
shall  later  study  each  of  these  kinds  of  money  in  more  detail. 

The  monetary  unit.  The  law  prescribes  the  monetary  unit  in 
which  the  various  kinds  of  money  are  stated.  In  the  United 
States  the  unit  is  the  dollar,  consisting  of  25.8  grains  of  standard 
gold,  standard  gold  being  a  mixture  of  nine  tenths  pure  gold  and 
one  tenth  an  alloy  of  copper.  The  dollar  thus  contains  23.22 
grains  of  pure  gold  and  2.58  grains  of  copper.  Similarly  the 
British  monetary  unit  is  the  sovereign,  or  pound,  containing 
12^.274  grains  of  standard  gold ;  British  standard  gold  being 
eleven  twelfths  fine,  the  sovereign  contains  113.001  grains  of  pure 
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gold  and  10.273  grains  of  alloy.  Each  of  the  other  nations  has  its 
own  monetary  unit,  the  franc  in  France  and  Switzerland,  the  lira 
in  Italy,  the  mark  in  Germany,  etc.  Note  that  the  unit  is  always  a 
certain  quantity  of  metal,  whose  weight  and  composition  is  exactly 
prescribed  by  law.  The  unit  may  or  may  not  be  represented  by  a 
coin.  There  is  for  example  no  gold  dollar  in  the  United  States, 
since  the  coin  would  be  too  small  for  convenient  use. 

Coinage.  In  the  early  days  in  California,  after  the  great  gold 
discoveries  of  1849,  gold  became  the  medium  of  exchange  by  ex- 
actly the  same  natural  process  which  led  to  the  cattle  money  of  the 
ancient  pastoral  tribe.  Quantities  of  gold  dust  or  nuggets  were 
measured  out  in  making  payments.  This  was  obviously  inaccurate 
and  inconvenient;  there  was  also  the  opportunity  for  misunder- 
standing and  fraud.  In  the  course  of  time  business  men  and 
corporations  made  coins  of  various  sizes,  compositions,  and  de- 
signs, and  the  people  found  these  coins  much  safer  and  more 
convenient  than  the  gold  dust  money.  These  private  coins  were 
in  their  turn  superseded  by  the  gold  and  silver  coins  of  the  United 
States  government.  It  is  only  w^hen  the  government  takes  over 
the  business  of  coinage  and  puts  a  stop  to  private  coining  that  the 
ideal  coinage  system  is  obtained.  Then  there  becomes  one  unit, 
uniformity  takes  the  place  of  variety,  and  the  suspicion  and  uncer- 
tainty that  might  attach  to  coins  issued  even  by  well-known  busi- 
ness corporations  is  replaced  by  absolute  confidence.  Hence  the 
logical  reason  for  government  monopoly  of  coinage,  the  develop- 
ment of  which  it  must  be  confessed  was  aided  also  by  the  cupidity 
of  many  an  early  monarch. 

Free  coinage.  The  government  obtains  the  metal  for  coinage 
in  one  of  two  ways ;  either  it  buys  the  metal  in  the  open  market 
or  it  allows  free  coinage.  The  former  is  simple  enough,  but  the 
latter  requires  some  explanation.  Free  coinage  may  be  defined 
as  that  system  by  which  the  government  is  legally  required  to  coin  far 
any  person  any  amount  of  a  particular  standard  metal  which  he  may 
bring  to  the  mint.  For  example  there  is  in  the  United  States  free 
coinage  of  gold.  Any  person  may  bring  to  the  mint  any  amount  of 
gold  of  the  standard  prescribed  by  the  coinage  laws,  and  the  mint 


398  ELEMENTARY  ECONOMICS 

will  give  back  to  him  the  same  weight  of  gold  coin.  Some  govern- 
ments perform  this  service  for  nothing;  others  make  a  charge 
sufficient  to  cover  the  cost  of  the  coinage.  In  the  United  States 
the  practice  has  varied.  At  first  there  was  no  charge ;  from  1853 
to  1873  the  charge  was  ^  of  one  per  cent ;  from  1873  to  1875  it  was 
fixed  at  i  of  one  per  cent ;  since  1875  there  has  been  no  charge. 
When  free  coinage  is  granted  without  a  charge  for  the  cost  of  the 
operation,  the  term  gratuitous  coinage  is  employed.  Note,  that 
there  is  free  coinage,  as  defined  above,  whether  the  coinage  is 
gratuitous  or  not. 

The  metal  brought  to  the  mint  for  coinage  is  often  not  standard ; 
that  is,  not  the  exact  mixture  of  pure  gold  and  alloy  prescribed  by 
the  law.  In  that  case  the  mint  or  the  government  assay  office  will 
assay  and  refine  it,  charging  the  cost  to  the  one  who  brought  the 
gold  or  ore.  The  gold  may  then  be  returned  to  its  owner  or  made 
into  coin  for  him,  and  in  the  latter  case  there  is  a  further  charge 
for  the  alloy.  In  practice  in  the  United  States,  the  owner  usually 
does  not  either  take  the  gold  or  wait  for  its  coinage,  but  takes  pay- 
ment in  lawful  money;  that  is,  sells  the  gold  to  the  mint.  The 
mint  then  holds  the  gold  either  in  "  fine  bars  "  for  commercial  use 
or  in  "  mint  bars  "  for  coinage  at  its  discretion. 

Making  and  regulation  of  paper  money.  Coinage  is  the  making 
of  coins  or  metallic  money.  Closely  related  is  the  making  and 
regulation  of  paper  money.  Whatever  the  nature  of  the  paper 
money,  it  has  been  found  desirable  to  have  the  government  pre- 
scribe its  form  and  control  its  issue.  This  is  for  much  the  same 
reasons  as  dictate  the  government  monopoly  of  coinage ;  i.e.,  to 
prevent  misunderstanding,  counterfeiting,  and  other  frauds,  and 
to  obtain  the  obvious  advantages  of  uniformity.  Thus  in  the 
United  States  all  kinds  of  paper  money,  even  the  notes  issued  by 
the  national  banks,  which  are  privately  owned  corporations,  are 
designed,  engraved,  and  printed  by  the  national  government. 
Great  care  is  exercised,  by  the  choice  of  a  peculiar  kind  of  paper, 
by  intricate  designs,  and  by  careful  engraving  and  press  work, 
to  give  a  distinctive  appearance  and  make  counterfeiting  difficult. 
The  government  exercises  regulation  over  the  paper  money  in 
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various  other  ways,  which  will  be  noted  in  connection  with  our 
later  study  of  the  several  kinds  of  money. 

Legal  tender.  Every  monetary  system  includes  various  kinds 
of  money,  all  of  which  are  "  generally  accepted  "  in  exchange  for 
anything  else  and  in  settlement  of  all  contracts  which  call  for 
money  payments.  Yet  the  legal  obligation  of  the  creditor  to 
accept  payment  is  not  the  same  with  respect  to  the  several  kinds 
of  money,„_EoiL-example  if  a  promissory  note  falls  due  anywhere 
in  the  United  States  the  debtor  may  offer  gold  coin  in  payment  and 
the  creditor  will  be  compelled  to  accept  it ;  he  cannot  insist  upon 
jpayment  in  some  other  kind  of  money  for  which  he  ma}^  have  a 
preference.  On  the  other  hand  if  the  debtor  should  offer  national 
bank  notes  or  silver  certificates,  the  creditor  might  refuse  to  accept 
them  and  compel  the  debtor  to  make  payment  in  one  of  certain 
other  kinds  of  money.  This  brings  us  to  the  subject  of  legal  tender, 
about  which  there  is  a  good  deal  of  popular  misunderstanding. 
Legal  tender  is  defined  as  any  kind  of  money  which  according  to  law 
must  he  accepted  when  offered  in  payment  of  any  obligation  expressed 
in  tcnii.s  of  the  (■ouiitry\s'  monetary  unit.  Examples  have  already 
been  given ;  thus  in  the  LTnited  States  gold  coin  and  gold  certifi- 
cates are  legal  tender,  national  bank  notes  and  silver  certificates 
are  not.     This  is  a  matter  of  legal  enactment. 

It  must  be  clearly  understood  that  the  legal  tender  law  has 
nothing  to  do  with  contracts  or  other  obligations  not  payable  in 
money.  Neither  does  it  apply  to  contracts  which  by  their  terms 
are  payable  in  a  particular  kind  of  money.  There  is  nothing  to 
prevent  people  making  contracts  payable  in  any  kind  of  money 
they  may  agree  upon.  A  man  might  agree  with  his  employer  to 
work  for  wages  of  twenty-five  dollars  a  week  payable  in  national 
bank  notes  or  in  silver  half  dollars  or  in  any  other  kind  of  money. 
The  legal  tender  law  would  not  enable  the  employer  to  avoid  pay- 
ment in  the  specified  kind  of  money,  by  offering  gold  coin  for  ex- 
ample. In  other  words  the  legal  tender  law  does  nothing  to  abridge 
the  right  of  making  contracts  or  the  enforcement  of  contracts  when 
made.  Only  when  the  agreement  is  in  terms  of  dollars  (or  other 
monetary  unit),  no  particular  kind  of  dollars  being  specified,  does 
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the  legal  tender  law  apply.  It  then  serves,  in  case  of  dispute,  to 
settle  just  what  is  meant  by  the  word  "  dollar."  Since  practically 
all  money  agreements  are  thus  generally  stated  or  understood,  the 
legal  tender  law  is  actually  of  wide  application.  I^sjoormal  pur- 
pose is  (1)  to  protect  the  creditor  from  being  forced  to  accept  any- 
tliing  but  the  best  kind  of  money  when  different  kinds  are  in  circu- 
lation and  (2)  to  protect  the  debtor  against  a  capricious  creditor 
who  might  refuse  to  accept  a  perfectly  good  kind  of  money  or 
insist  upon  receiving  some  form  which  the  debtor  could  not  con- 
veniently provide. 

Classification  of  money.  Before  embarking  upon  the  investiga- 
tion of  the  separate  species  of  money,  we  shall  find  it  desirable  to 
have  a  general  notion  of  the  monetary  system  as  a  whole  and  of 
the  principal  parts  of  which  it  is  ordinarily  composed.  As  a  first 
step,  the  following  classification  ^  will  prove  useful : 
I  1.  Standard  money. 
'  2.   Fiduciary  money. 

(a)  Representative  money. 

(6)  Token  money. 

(c)   Credit  money. 
V3.   Fiat  money. 

As  the  name  implies,  standard  money  is  the  basis  of  the  normal 
monetary  system.     It  is  that  money  whose  value  depends  upon"" 
the  value  of  the  material  of  which  it  is  made ;  i.e.,  it  has  full  "  in- 
trinsic "  value.     Also  it  is  the  money  which  gives  value  to  the 
various  kinds  of  fiduciary  money  in  the  second  group. 

Those  forms  which  depend  for  their  value,  not  upon  their  intrin- 
sic worth,  but  upon  their  relation  to  the  standard  money  are  fidu- 
ciary money.  There  are  three  important  classes,  (a)  Me^resenta- 
tive  money  consists  of  certificates  testifying  to  the  fact  that  the 
government  holds  standard  money  which  will  be  delivered  to  the 

*  Claasification  must  not  be  taken  too  seriously.  It  is  never  to  be  regarded  as 
an  end  in  itself ;  its  purpose  is  merely  to  facilitate  investigation.  Classification 
therefore  may  always  be  more  or  less  arbitrary,  and  it  is  not  contended  that  the 
classification  of  money  here  presented  is  the  only  one  that  might  be  set  up  and  de- 
fended. It  does  commend  itself  to  us  as  on  the  whole  the  most  useful  for  the  present 
purpose. 
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bearer  of  the  certificate  on  demand.  Representative  money  is 
thus  of  the  nature  of  a  warehouse  receipt.  (6)  Token  money  con- 
sists of  coins  containing  less  than  their  nominal  value  of  metal  and 
redeemable  in  standard  money.  The  token  coins  are  usually  of 
smaller  denominations  than  the  monetary  unit,  (c)  Credit  money 
consists  of  notes  in  which  either  the  government  or  certain  banks 
agree  to  pay  standard  or  some  other  kind  of  money  to  the  bearer ; 
i.e.,  credit  money  has  the  nature  of  a  promissory  note. 

In  the  case  of  fiat  money  we  part  company  from  the  standard 
money  altogether.  Fiat  money  has  no  intrinsic  value  itself  and  is 
not  redeemable  in  any  other  kind  of  money.  It  is  money,  ordina- 
rily paper,  simply  because  the  government  makes  it  so,  hence 
"  fiat,"  and  its  value  depends  on  its  usefulness  as  money  and  its 
quantity. 

With  this  brief  general  analysis  as  a  background,  we  may  now 
proceed  to  study  somewhat  intensively  these  several  kinds  of 
money,  commencing  with  a  number  of  important  problems  con- 
nected with  standard  money. 

The  value  of  standard  money.  In  the  United  States,  as  in  most 
other  countries  today,  the  standard  money  is  gold  coin.  '{]he  value 
of  a  gold  coin  is  due  to  the  value  of  the  gold  in  it,  not  to  the  govern- 
ment stamp  upon  it.  A  gold  eagle  might  be  hammered  or  melted 
down  till  it  was  a  mere  lump  of  gold ;  yet  that  lump  of  gold  would 
still  be  worth  ten  dollars.  If  taken  to  the  mint  it  could  be  coined 
into  an  eagle,  but  would  gain  nothing  in  value  thereby.  A-^old 
eagle  contains  exactly  258  grains  of  standard  gold,  and  a  lump  of 
standard  gold  weighing  258  grains  tends  always  to  be  worth  exactly 
ten  dollars. 

This  relation  arises  from  (1)  free  coinage  of  gold,  (2)  freedom  to 
melt  down  gold  coin,  and  (3)  the  ordinary  laws  of  price.  Only  a 
brief  explanation  will  be  required  to  make  this  clear.  Let  us  sup- 
pose that  at  a  certain  time  the  equilibrium  were  disturbed  and  the 
gold  eagle  were  worth  more  than  a  lump  of  standard  gold  bullion 
weighing  258  grains.  Those  having  gold  bullion  would  seek  to 
exchange  it  for  gold  coin,  at  the  rate  of  258  grains  for  a  ten  dollar 
coin  ;  they  might  even  be  willing  to  offer  a  slight  premium  for  coin. 
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that  is,  to  offer  more  than  258  grains,  if  they  had  to.  But  they 
would  not  have  to,  since  anyone  can  take  258  grains  of  standard 
bullion  to  the  United  States  Mint  and  receive  a  gold  eagle  without 
charge.  Hence  there  could  be  no  premium  on  gold  coin.  People 
would  simply  take  bullion  to  the  mint  and  have  it  made  into  coin. 
As  they  did  so,  the  quantity  of  bullion  would  be  decreased,  which 
would,  according  to  the  laws  of  price,  tend  to  decrease  its  supply 
on  the  market  and  so  to  raise  its  value.  Similarly  the  additions  to 
the  stock  of  coin  would  increase  its  supply  and  tend  to  lower  its 
value.  The  discrepancy  between  the  value  of  coin  and  bullion, 
which  was  our  assumption,  would  thus  be  reduced  from  both  sides 
till  finally  equilibrium  was  restored  and  the  values  of  coin  and 
bullion  were  identical. 

Consider  now  the  opposite  case,  a  situation  in  which  there  was  a 
special  desire  for  bullion,  making  258  grains  of  gold  bullion  worth 
more  than  ten  dollars.  People  might  be  willing  to  offer  more  than 
ten  dollars  for  258  grains  of  gold,  if  they  had  to.  But  of  course  no 
one  who  had  gold  coin  would  actually  make  such  offer,  since  by 
the  simple  process  of  melting  anyone  can  turn  a  gold  eagle  into  258 
grains  of  bullion  without  loss.  As  this  was  done,  gold  coin  would 
become  scarcer,  tending  to  raise  its  value,  and  gold  bullion  would 
become  more  abundant,  tending  to  lower  its  value.  Ultimately 
the  two  values  would  have  to  become  the  same. 

Clearly  the  condition  in  which  gold  coin  is  worth  either  more  or 
less  than  the  value  of  the  gold  of  which  it  is  composed  is  one  of 
unstable  equilibrium,  which  tends  immediately  to  be  corrected. 
This  demonstrates  the  general  principle  that  the  value  of  standard 
money  tends  always  to  be  equal  to  the  value  of  the  substance  of 
which  it  is  made  ;  i.e.,  to  its  intrinsic  value. 

Essentials  of  standard  money.  It  will  be  inferred,  and  correctly, 
that  standard  money  is  always  an  article  of  wealth,  a  commodity, 
not  a  property  right.  It  should  also  be  noted  that  we  have  as- 
sumed free  coinage,  which  is  always  an  attribute  of  the  standard 
money.  Standard  money  is  likewise  always  legal  tender,  if  there 
is  any  legal  tender  law  at  all.  Being  the  best  money  there  is  and 
of  full  intrinsic  value,  everyone  is  permitted  to  pay  his  monetary 
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debts  in  it.  It  would  be  most  awkward  for  the  debtor  if  his  creditor 
could  refuse  the  standard  money  and  insist  upon  payment  in  some 
other  kind  of  money,  and  it  is  surely  no  hardship  to  the  creditor  to 
compel  him  to  accept  the  best  money  there  is. 

The  gold  standard.  Gold  is  today  the  monetary  standard  of 
the  world. ^  In  times  past  silver  was  frequently  so  used,  and  it  is 
only  recently  that  certain  important  countries,  such  as  Mexico  and 
India,  have  abandoned  the  silver  standard  in  favor  of  gold  or  gold 
exchange.  China  alone  clings  to  the  silvpi-  stanrlflrH.  Gold 
gradually  gained  favor  over  silver  because  centuries  of  experience 
showed  that  on  the  whole  it  better  met  the  requirements  which  we 
have  noted.  When  the  majority  of  the  leading  commercial  nations 
had  adopted  the  gold  standard,  the  others  were  hastened  into  line 
by  the  further  advantage  of  uniformity.  No  economic  principles 
are  involved  in  the  silver  standard  which  are  different  from  those 
affecting  the  gold  standard. 

Bimetallism.  There  is  still  a  third  standard  which,  though  no 
longer  existing,  has  played  a  very  important  role  in  monetary 
history  and  involves  economic  principles  of  great  interest  and 
importance.  This  is  the  double  standard,  or  bimetallism,  in  con- 
trast to  which  the  other  standards  are  called  respectively  gold 
monometallism  and  silver  monometallism.  In  a  bimetallic  system 
both  gold  and  silver  are  concurrently  used  as  materials  for  the 
standard  money,  and  the  monetary  unit  is  defined  as  either  a  cer- 
tain weight  of  standard  gold  or  a  certain  weight  of  standard  silver, 
the  law  prescribing  also  the  exact  composition  of  each  standard 
metal.  The  ratio  between  the  weight  of  pure  silver  in  the  silver 
unit  and  the  weight  of  pure  gold  in  the  gold  unit  is  called  the  coin- 
age ratio,  mint  ratio,  or  legal  ratio.  There  is  free  coinage  of  both 
gold  and  silver,  and  the  standard  coins  of  either  metal  are  unlimited 
legal  tender,  these  being  always  the  two  essential  attributes  of 
standard  money. 

1  There  are,  it  is  true,  certain  countries,  notably  India  and  the  Philippines,  where 
the  standard  is  not  gold  coin  but  exchange  upon  some  other  country  having  the 
gold  standard.  This  situation  in  no  way  conflicts  with  the  monetary  principles 
which  we  have  developed.  The  discussion  of  the  "gold  exchange  standard"  is  a 
matter  of  technical  detail  into  which  it  is  not  necessary  for  us  to  enter. 
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The  United  States  had  bimetallism  from  the  establishment  of 
the  national  monetary  system  in  1792  down  to  1873.  The  mone- 
tary unit  was  the  dollar,  which  (after  slight  changes  in  1834  and 
1837)  was  defined  either  as  25.8  grains  of  standard  gold  or  412.5 
grains  of  standard  silver.  Standard  metal  contains  (since  1837) 
nine  tenths  of  pure  gold  or  pure  silver  and  one  tenth  of  copper. 
The  gold  dollar  therefore  contained  23.22  grains  of  pure  gold,  and 
the  silver  dollar,  371.25  grains  of  pure  silver.     The  coinage  ratio 

was '-—  or  — ^j — ,  being  almost  exactly  sixteen  to  one.     There 

was  free  coinage  of  both  metals  (except  when  the  coinage  of  silver 
dollars  was  stopped  for  a  time  after  1804),  and  the  coins  of  both 
metals  were  unlimited  legal  tender.  There  was  therefore  a  real 
system  of  bimetallism. 

In  connection  with  bimetallism  there  arise  certain  important 
questions  in  addition  to  those  which  relate  to  monometallism. 
If  debts  may  be  paid  either  in  gold  coin  or  in  silver  coin  and  if 
either  kind  of  coin  may  be  freely  obtained  at  the  mint  in  exchange 
for  the  respective  bullion,  how  will  the  people  act  ?  Will  it  make 
any  difference  which  metal  is  used,  and  if  so  what  causes  will 
determine  the  choice?  Will  both  metals  be  actually  used? 
These  questions  present  an  interesting  theoretical  problem,  they 
have  been  the  subject  of  violent  political  controversy  in  the  United 
States,  and  they  give  special  interest  to  research  into  monetary 
history. 

Mint  ratio  and  market  ratio.  The  theoretical  analysis  is  fairly 
simple.  Its  starting  point  is  consideration  of  the  relation  between 
the  mint  ratio  and  the  market  ratio,  the  latter  being  the  ratio 
between  the  value  of  a  given  weight  of  gold  and  the  value  of  the 
same  weight  of  silver  on  the  market.  This  ratio  is  of  course  the 
result  of  the  respective  values  of  gold  and  silver ;  these  values  are 
determined  in  their  turn  by  the  demand  and  supply  in  each  case ; 
and  finally  demand  and  supply  depend  on  the  one  hand  upon  the 
uses  of  the  metals  for  all  purposes  (not  merely  for  money)  and  on 
the  other  hand  upon  the  conditions  of  mining.  This  ratio  can 
obviously  not  be  controlled  by  law  and  it  is  subject  to  frequent 
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change,  as  is  the  ratio  between  the  values  of  any  two  com- 
modities. 

When  the  two  ratios  are  equal.  At  any  given  time  the  market 
ratio  must  be  either  equal  to,  or  less  than,  or  greater  than  the  mint 
ratio.  Taking  the  first  case,  let  us  assume  that  a  bimetallic  sys- 
tem has  a  ratio  of  16  to  1  and  that  the  market  ratio  between  silver 
and  gold  is  also  16  to  1.  A  given  amount  of  gold  will  exchange  on 
the  market  for  16  times  its  weight  of  silver,  and  a  given  amount  of 
gold  will  make  at  the  mint  exactly  the  same  value  in  coin  as  16 
times  its  weight  of  silver.  There  will  be  no  reason  for  taking  one 
metal  to  the  mint  rather  than  the  other,  and  both  metals  will  be 
coined. 

When  the  market  ratio  is  less  than  the  mint  ratio.  Now  let  it 
be  supposed  that,  the  mint  ratio  still  being  16  to  1,  the  market 
ratio  is  something  less,  say  15  to  1.  Now  anyone  having  silver 
bullion  and  desiring  coin  would  find  it  to  his  advantage  to  exchange 
his  silver  for  gold  before  going  to  the  mint.  For  15  ounces  of 
silver  he  can  buy  1  ounce  of  gold,  which  at  the  mint  will  give  him 
just  as  many  dollars  as  if  he  had  taken  there  16  ounces  of  silver. 
Therefore  no  one  will  take  silver  to  the  mint,  and  only  gold  will  be 
coined.  Furthermore  there  will  similarly  be  advantage  in  melting 
down  and  using  as  bullion  any  silver  coins  which  may  then  be  in 
circulation.  Silver  coins  weighing  15  ounces  can  be  exchanged  for 
an  ounce  of  gold,  which  at  the  mint  will  be  made  into  coin  of  the 
same  face  value  as  16  ounces  of  silver  coins;  the  exchange  has 
netted  1  ounce  of  silver.  Silver  coins  thus  tend  to  disappear  from 
circulation ;  gold  is  the  only  metal  being  coined,  and  the  only  coins 
in  circulation  are  gold.  The  effect  is  practically  the  same  as  gold 
monometallism. 

When  the  market  ratio  is  the  greater.  The  opposite  results 
follow  in  case  the  market  ratio  is  greater  than  the  legal  ratio. 
Suppose  the  legal  ratio  is  16  to  1  while  the  market  ratio  is  17  to  1. 
Anyone  having  an  ounce  of  gold  can  now  exchange  it  for  17  ounces 
of  silver,  16  of  which  taken  to  the  mint  will  yield  him  the  same 
number  of  dollars  as  would  have  been  obtained  by  having  his 
ounce  of  gold  coined.     There  is  also  gain  to  be  obtained  by  melting 
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down  gold  coin  for  bullion.  Therefore  only  silver  will  be  coined, 
and  the  gold  coins  already  in  circulation  will  tend  to  disappear. 
The  effect  is  practically  the  same  as  silver  monometallism. 

Gresham's  law.  It  will  be  noted  that  it  is  the  metal  which  the 
mint  overvalues  in  comparison  with  the  market  ratio  which  drives 
the  other  out  of  circulation.  Coins  of  the  first  metal  may  be  ob- 
tained from  the  mint  more  cheaply  than  coins  of  the  other,  for  the 
reason  that  the  mint  places  a  higher  value  on  that  metal  in  terms 
of  the  other  than  does  the  market.  This  principle  is  part  of  a 
broader  generalization,  known  as  "  Gresham's  law,"  which  is 
fundamental  to  all  monetan,'  theory-  and  may  be  stated  as  follows : 
When  two  or  viore  kinds  of  money  of  unequal  value  are  in  concurrent 
circulation,  each  being  available  for  'payments,  the  inferior  iend&Jo 
drive  the  better  out  of  circulation.  This  law  may  be  seen  in  opera- 
tion whenever  the  conditions  are  fulfilled.  It  applies  when  any- 
one, selecting  from  a  pocket  book  of  bills,  makes  his  payment  with 
the  worn  and  soiled  bills  and  keeps  those  that  are  new  and  crisp, 
as  well  as  when  new  heaw  coins  are  driven  out  of  circulation  by 
those  that  are  worn  or  clipped,  and  when  the  cheaper  coins  in  the 
bimetallic  system  drive  out  the  dearer.  The  better  money  may 
be  hidden  away  and  hoarded,  or  exported  for  payments  abroad, 
or  melted  down  for  bullion.     The  inferior  remains  in  circulation. 

The  reader  scarcely  needs  the  reminder  that  these  results  of  a 
discrepancy  between  the  two  ratios  will  not  come  instantaneously. 
All  persons  concerned  are  not  fully  aware  of  these  principles,  the 
facts  of  the  situation  may  not  be  recognized  immediately,  and  there 
may  be  some  who  are  not  absolutely  keen  to  take  advantage  of 
their  opportunity.  Since  however  the  actual  business  of  taking 
metal  to  the  mints  and  of  using  metal  in  the  arts  is  in  the  hands  of 
a  few  experts,  this  qualification  is  of  little  moment  as  regards  the 
choice  of  the  metal  which  shall  be  coined.  The  disappearance  from 
circulation  of  the  metal  which  is  undervalued  at  the  mint  may  take 
more  time,  though  even  this  result  will  not  be  long  delayed,  partic- 
ularly in  a  country  like  the  United  States  where  very  little  of  the 
standard  coin  is  ever  actually  used  as  pocket  money.  When  most 
of  the  standard  money  is  in  the  reserves  of  the  banks  and  the  gov- 
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ernment's  vaults,  it  is  certain  that  expert  knowledge  will  quickly 
take  full  advantage  of  the  situation.  y  J 

Willj^discrepancy  between  the  ratios  correct  itself?  Before 
reading  our  final  conclusion  we  have  also  to  observe  that  the  forces 
set  in  operation  by  a  discrepancy  between  the  mint  ratio  and  the 
market  ratio  have  themselves  a  tendency  to  bring  the  ratios  back 
to  equality.  Take  the  case  of  a  market  ratio  less  than  the  mint 
ratio  between  silver  and  gold.  The  existing  silver  coins  begin  to 
pass  out  of  circulation,  and  new  coins  are  made  only  of  gold.  The 
whole  task  of  furnishing  standard  money,  formerly  shared  by  gold 
and  silver,  is  now  about  to  be  placed  upon  gold.  This  means 
an  increased  demand  for  gold  and  a  consequent  tendency  for  its 
market  value  to  rise.  On  the  other  hand,  silver  being  no  longer 
used  for  standard  money,  the  demand  for  silver  is  less,  with  a 
tendency  to  a  decline  in  its  value.  The  rise  in  the  value  of  gold  and 
the  decline  in  the  value  of  silver  tend  of  course  to  increase  the  mar- 
ket ratio  between  them  and  so  to  correct  the  original  discrepancy. 
It  is  possible  theoretically  that  the  equilibrium  between  the  market 
ratio  and  the  mint  ratio  might  thus  be  restored  before  all  the 
standard  silver  coins  had  been  eliminated.  From  that  point  the 
coinage  of  silver  would  be  resumed,  and  the  bimetallic  system 
would  go  on  as  before,  except  that  some  of  the  silver  coins  would 
be  definitely  lost  and  the  circulating  medium  would  contain  rela- 
tively more  of  gold  and  less  of  silver  than  previously.  The  reader 
can  readily  enough  work  out  for  himself  the  opposite  train  of  events 
that  would  be  set  in  motion  if  the  market  ratio  were  greater  thanV 
the  mint  ratio. 

Of  the  truth  and  importance  of  this  principle  there  cannot  be  the 
slightest  question.  Its  potency  to  perpetuate  effective  bimetallism 
in  the  face  of  fluctuation  in  the  market  ratio  of  gold  and  silver  has 
however,  in  the  heat  of  political  controversy,  been  greatly  exag- 
gerated. At  the  time  when  the  restoration  by  the  United  States 
of  the  double  standard  (abandoned  in  1873)  was  being  vigorously 
demanded,  some  of  the  extreme  friends  of  bimetallism  believed 
that,  through  the  operation  of  this  principle,  bimetallism  would 
always  work  and  neither  metal  Avould  ever  be  entirely  driven  out 
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of  circulation,  no  matter  what  the  market  ratio  might,  except  for 
bimetalHsm,  have  become.  On  the  other  side  it  was  claimed  that 
the  automatic  corrective  effect  of  bimetallism  was  so  slight  as  to 
be  powerless  to  restore  the  market  ratio  if  it  ever  departed  from 
the  mint  ratio  by  more  than  a  trifling  amount.  The  theoretical 
argument,  during  the  presidential  campaigns  of  1896  and  1900, 
was  fierce  and  stubborn.  "j 

Now  it  is  probably  not  possible  to  find  a  precise  quantitative 
answer  to  this  problem  by  the  methods  of  theory  alone,  and  much 
of  the  wordy  argument  of  1896  and  1900  appears  as  pure  waste, 
particularly  when  it  is  noted  that  the  disputants  might  have  found 
entirely  adequate  answer  to  their  question  in  the  past  monetary 
experience  of  the  United  States,  not  to  mention  foreign  countries. 
For  this  purpose,  as  well  as  for  verification  of  all  our  principles  of 
the  monetary  standard,  let  us  now  glance  at  the  monetary  history 
of  the  United  States,  with  which  the  next  chapter  begins. 


CHAPTER  XIX 
MONEY    {Continued) 

Bimetallism  in  the  United  States.  When  the  American  people 
started  their  career  as  an  independent  nation,  their  money  was  a 
make-shift  collection  of  paper  notes  and  foreign  coins  left  over  from 
the  colonial  and  Revolutionary  periods.  The  greater  part  con- 
sisted of  notes  of  the  Continental  Congress,  of  the  several  colonies 
or  states,  and  of  a  few  banks.  Except  for  some  silver  shillings  and 
sixpence  previously  coined  by  the  Colony  of  Massachusetts  Bay, 
there  were  no  American  coins.  The  most  common  coin  was  the 
Spanish  peso  or  dollar.  A  national  monetary  system  was  first 
established  by  the  mint  act  of  1792,  only  three  years  after  the 
formation  of  the  government  of  the  United  States.^  The  unit  was 
the  dollar,  of  either  gold  or  siher,  though  there  was  no  one  dollar 
gold  coin,  the  gold  coins  being  the  eagle,  half  eagle,  and  quarter 
eagle,  of  $10,  $5,  and  $2.50,  respectively.  There  was  free  coinage 
of  both  metals,  and  the  coins,  whether  of  gold  or  of  silver,  were 
unlimited  legal  tender.  There  was  thus  established  a  true  bimetal- 
lic system. 

The  original  coinage  ratio.  The  coinage  ratio  waa£f  teen  to  oae.^ 
This  ratio  was  chosen,  following  a  careful  in\'estigation  and  report 
by  Alexander  Hamilton,  with  the  intention  of  making  it  as  nearly  as 
possible  the  market  ratio.  As  it  turned  out  however  thejnaxket^ 
ratio  was  actually  about  151  to  1.  In  accordance  with  the  prin- 
ciples with  which  the  reader  is  now  familiar,  no  gold  was  brought 
to  the  mint  for  coinage.  Some  silver  was  coined,  but  it  happened 
that  the  new  American  dollars,  though  slightly  lighter  than  the 

» The  gold  dollar  contained  24.75  grains  of  pure  gold  and  2.25  grains  of  alloy,  a 
total  weight  of  27  grains  of  the  standard  metal.  The  silver  dollar  contained  371.25 
grains  of  pure  silver  and  44.75  grains  of  alloy ;  i.e.,  416  grains  standard.     The  coin- 

^       ,        371.25  ^,     15 

age  ratio  was  therefore        _-   or  exactly  — . 
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Spanish  pesos,  were  found  to  be  more  attractive  to  the  people  of 
the  West  Indies  and  Central  and  South  America  because  of  their 
new  and  bright  appearance.  They  therefore  left  the  country 
almost  as  fast  as  they  were  coined,  till  their  coinage  was  for  this 
reason  stopped  in  1804.  For  a  generation  American  coins  made  up 
only  a  small  part  of  the  monetary  system.  Foreign  coins  con- 
tinued to  circulate,  though  the  main  reliance  was  always  upon 
paper  money;  i.e.,  government  notes  and  bank  notes. 

The  coinage  ratio  changed.  This  state  of  affairs  was  not  con- 
sidered satisfactory,  particularly  the  absence  of  American  gold 
coins.  Recognizing  the  cause  in  the  discrepancy  between  the  mint 
ratio  and  the  market  ratio.  Congress. iii..lS34  reduced  the  weight  of 
the  gold  coins  and  so  changed  the  legal  ratio  to  about  sixteen  to 
one.^  The  market  ratio  remaining  close  to  15^  to  1,  there  was  now 
a  discrepancy  on  the  opposite  side.  There  was  no  longer  induce- 
ment to  bring  silver  to  the  mint,  the  previous  tendency  to  export 
silver  dollars  was  strengthened,  and  it  was  profitable  to  hoard  or 
melt  down  such  few  silver  dollars  as  were  in  circulation.  Gold  on 
the  other  hand  was  brought  to  the  mint,  and  American  gold  coins 
began  to  take  their  place  in  circulation.  In  1837  certain  slight 
changes  were  made  in  the  coins,  the  purpose  being  to  make  all  coins 
exactly  nine  tenths  fine.  The  mint  ratio,  though  slightly  reduced, 
still  remained  practically  sixteen  to  one  (to  be  exact,  15.988  to  one) 
and  this  ratio  has  continued  to  the  present  day.^    Matters  stood 


1  The  exact  details  of  the  change  may  be  shown  thus : 

Gold  Dollar  Silver  Dollar 

Pure  Standard  Pure  Standard        Legal 

Act  of      gold  Alloy         weight  silver  Alloy  weight         ratio 

1792      24.75  gr.      2.25  gr.      27.    gr.      371.25  gr.      44.75  gr.      416.gr.  15:1 

1834      23.2  2.6    gr.      25.8  gr.      371.25  gr.      44.75  gr.      416.gr.  16.002:1 

371.25 
There  was  no  change  made  in  the  silver  dollar.     The  legal  ratio  was  now 


23.2 


16.002  + 
1 
2  The  exact  results  of  the  act  of  1837  are  shown  in  the  following  table ; 
Gold  Dollar  Silver  Dollar 

Pure  St.\ndard 

.\cT  OP     gold  Alloy        weight 

1834     23.2    gr.      2.6    gr.      25.8  gr. 
1837      23.22  gr.      2.58  gr.      25.8  gr. 


Pure 

Standard 

Legal 

SILVER 

Alloy 

weight 

ratio 

371.25  gr. 

44.75  gr. 

416.    gr. 

16.002 :  1 

371.25  gr. 

41.25  gr. 

412.5  gr. 

15.988:1 
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thus  for  more  than  a  generation,  bimetallism  being  legally  in  force 
but  the  practical  effect  being,  from  1834  to  1873,  gold  mono- 
metallism. After  the  middle  of  the  century,  following  the  gold 
discoveries  in  California  and  Australia,  great  quantities  of  gold  were 
coined. 

The  end  of  bunetallism.  In  1873  the  standard  silver  dollar  was 
dropped  from  the  list  of  coins  to  be  made  at  the  mint.  This  action 
was  taken  as  a  mere  detail  of  a  general  revision  of  the  coinage  laws. 
It  attracted  little  attention  at  the  time  and  had  no  practical  effect, 
since  there  was  still  no  desire  to  bring  silver  to  the  mint  for  coinage 
into  standard  dollars.  Although  there  had  been  free  coinage  of 
silver  from  the  beginning,  there  had  actually  been  very  little  coin- 
age of  silver  dollars,  and  practically  none  at  all  since  1834.  As  a 
matter  of  fact  neither  gold  nor  silver  was  then  in  circulation,  both 
having  been  expelled,  through  the  action  of  Gresham's  law,  by  the 
still  cheaper  "  greenbacks  "  of  the  Civil  War,  which  did  not  come 
back  to  par  till  1878.^  No  one  had  any  interest  in  the  obsolete 
silver  dollar.  The  act  of  1873  thus  definitely  put  an  end  to 
bimetallism  and  made  the  monetary  system  in  law  what  it  had 
long  been  in  practical  effect,  gold  monometallism. 

Change  in  the  market  ratio.  Now,  by  one  of  those  extraordi- 
nary coincidences  which  human  affairs  occasionally  encounter,  the 
act  of  1873  had  scarcely  gone  into  effect  when  the  market  ratio 
between  gold  and  silver,  which  for  two  centuries  had  remained 
almost  constant  (close  to  15|^  to  1),  began  a  spectacular  rise.  The 
very  next  year  it  reached  the  legal  ratio  of  16  to  1  and  passed  it, 
four  years  later  it  was  18  to  1,  and  in  1894  it  reafbpd  •'^^  ^"  1,  just 
double  the  legal  ratio.  Various  causes  cooperated  to  bring  about 
this  remarkable  result,  among  them  the  decline  in  the  use  of  silver 
currency  in  India  and  a  number  of  the  European  countries,  the 
discovery  of  rich  and  extensive  silver  mines  in.  America,  and  a  rise 
in  the  value  of  gold  itself. 

If  the  act  of  1873  had  not  demonetized  silver  (i.e.,  abolished  its 
free  coinage),  siher  would  unquestionably  have  been  brought  to 
the  mint  for  coinage  very  soon  after  the  market  ratio  had  passed 

*  See  below  in  this  chapter,  under  credit  money. 
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the  16  to  1  mark,  in  1874  or  1875.  Within  a  year  or  two  a  flood  of 
silver  dollars  would  have  inundated  the  currency,  gold  coin  would 
have  disappeared,  and  practical  silver  monometallism  would  have 
prevailed.  This  statement  of  cause  and  effect  is  made  with  entire 
assurance,  although  it  was  vigorously  denied  by  certain  of  the 
advocates  of  bimetallism,  who  claimed,  right  up  to  1896  and  1900, 
that  the  corrective  principle  to  which  we  have  already  given 
attention  would  have  brought  the  market  ratio  back  to  16  to  1 
before  all  the  gold  had  been  expelled.  As  to  this  the  lesson  of 
American  experience  is  conclusive.  From  1792  to  1873  the  average 
annual  market  ratio  between  silver  and  gold  was  never  below  15  to  1 
nor  above  16^  to  1.  During  this  time  the  mint  ratio  was  either  15 
to  1  or  (practically)  16  to  1.  The  average  annual  discrepancy 
was  never  as  much  as  one  point  except  in  three  years,  and  the 
maximum  discrepancy  was  only  1^,  in  the  year  1813.  Yet  this 
small  discrepancy  was  too  much  to  be  corrected  by  the  free  coinage 
of  the  cheaper  metal,  and  throughout  the  whole  period  there  was  in 
practical  effect  either  silver  monometallism  or  gold  monometallism 
according  as  the  legal  ratio  was  below  or  above  the  market  ratio. 
Certainly  the  restoration  of  the  free  coinage  of  silver  could  never 
have  reunited  the  two  ratios  after  their  separation  in  1874. 

European  experience.  Were  it  not  for  limitations  upon  our" 
space,  it  would  be  interesting  to  examine  at  length  the  record  of 
European  experiences  with  the  monetary  standard.  England  is 
the  traditional  country  of  gold  monometallism,  her  gold  standard 
dating  from  1816.  In  the  rest  of  Europe  the  double  standard  gen- 
erally prevailed  for  centuries,  silver  being  the  commoner  metal. 
During  the  nineteenth  century  the  maintenance  of  bimetallism 
involved  various  vicissitudes  and  was  finally  abandoned  by  all  the 
leading  nations  within  a  year  or  two  of  the  date  which  marked  the 
demonetization  of  the  silver  dollar  in  the  United  States. 

Bimetallism  in  France.  Among  all  the  countries  of  Europe, 
the  experience  of  France  is  perhaps  the  most  interesting  and  in- 
structive. It  will  repay  our  brief  attention.  The  French  mint 
ratio  was  15|^  to  1,  which  was  so  close  to  the  market  ratio  through- 
out the  first  three  quarters  of  the  nineteenth  century  that  her 


MONEY  413 

bimetallic  currency  never  entirely  lost  either  metal  until,  at  last 
foreseeing  the  expulsion  of  gold  in  1873,  she  gave  up  the  free  coinage 
of  silver.  The  French  experience  is  interestingly  recorded  by 
Professor  Taussig,  as  follows  :  ^ 

"  Whenever  the  price  of  silver  fell  in  terms  of  gold,  silver  tended 
to  be  sent  to  France  for  coinage,  and  gold  tended  to  flow  out  of 
France.  Whenever  the  price  of  silver  rose  in  terms  of  gold,  gold 
tended  to  be  sent  to  France  for  coinage,  and  silver  tended  to  flow 
out.  A  high  price  of  silver  in  terms  of  gold  means,  of  course,  a  low 
market  ratio,  while  a  low  price  of  silver  means  a  high  ratio.  During 
the  greater  part  of  the  period  from  1820  to  1850,  the  price  of  silver 
was  somewhat  lower  than  the  equivalent  of  the  French  ratio  of 
15^  to  1.  Silver  tended  to  flow  into  France;  gold  tended  to  flow 
out.  The  French  circulation  then  consisted  chiefly  of  silver ;  the 
proportion  of  gold  was  not  large,  and  a  very  great  substitution 
would  have  led  to  the  complete  disappearance  of  gold.  That 
stage  was  nearly  reached,  but  not  quite.  France  was  growing  in 
population  and  wealth,  and  there  was  the  basis  for  a  large  net 
increase  in  the  stock  of  specie.  Much  of  the  added  silver  made  its 
way  into  circulation  without  displacing  gold,  and  the  outflow  of 
the  latter  metal,  though  it  seems  to  have  come  very  near  to 
exhausting  the  stock  in  circulation,  did  not  entirely  do  so. 

"  After  1850  the  situation  abruptly  changed.  The  unexampled 
supplies  of  new  gold  from  California  and  Australia  were  poured 
into  the  world's  markets.  The  price  of  silver  rose ;  the  ratio  fell. 
It  became  advantageous  to  send  gold,  not  silver,  for  coinage  into 
France.  A  very  great  influx  of  gold  took  place,  amounting  for  the 
decade  1850-60  to  over  3,000,000,000  francs  ($600,000,000).  A 
corresponding,  though  by  no  means  an  equal,  outflow  of  silver  took 
place.  For  in  this  period,  as  in  that  preceding,  France  increased 
her  metallic  stock,  with  the  difference  that  now  the  addition  was 
all  in  the  form  of  gold,  whereas  before  it  had  been  chiefly  in  the 
form  of  silver.  The  silver  which  was  steadily  exported  from 
France  tended  to  keep  down  the  price  of  silver  bullion  in  the 
market,  and  so  maintained  the  market  ratio  not  far  from  15^  to  1, 

'  Principles  of  Economics,  Third  edition  revised,  pp.  271-274, 
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though  now  with  a  tendency  to  a  figure  lower  than  15^  rather 
than  higher.  .  .  . 

"  Later  in  the  nineteenth  century  another  change  set  in,  not  quite 
so  abrupt  as  that  after  1850,  but  no  less  unexpected.  The  pro- 
duction of  gold  had  reached  its  maximum  about  1860,  and  there- 
after barely  held  its  own.  The  inflowing  new  supplies  were  still 
very  great  as  compared  with  any  period  before  1850 ;  but  they 
spread  over  a  larger  area,  and  they  were  met  by  an  increasing 
volume  of  goods.  .  .  .  On  the  other  hand,  a  change  began  in  the 
production  of  silver.  Great  discoveries  were  made  in  the  United 
States,  the  beginnings  of  an  increase  in  the  productiveness  of  silvci 
mining  as  striking  as  that  which  had  taken  place  in  gold  mining. 
The  price  of  silver  in  the  market  fell  slightly  about  1865.  Silver 
no  longer  flowed  out  of  France,  and  some  silver  flowed  in.  The 
market  price  for  a  few  years  was  equivalent  almost  exactly  to  the 
ratio  of  15|-  to  1.  Then  in  1873  it  fell  more  sharply,  became 
equivalent  to  a  ratio  of  16  to  1,  and  led  to  a  new  inversion  of  the 
movement ;  gold  began  to  flow  out  of  France  in  large  quantities, 
and  silver  began  to  flow  in. 

"  This  inversion  proved  unwelcome.  Gold  had  come  to  be 
regarded,  reasonably  or  unreasonably,  as  the  preferable  metal. 
The  practice  of  England,  the  leading  industrial  country,  was  the 
main  cause  of  this  preference.  The  German  Empire,  when  re- 
organizing its  currency  system  in  1871,  adopted  the  gold  standard 
once  for  all,  influenced  chiefly  by  the  English  example.  The 
coinage  of  the  United  States  had  been,  after  1850,  practically  on  a 
gold  basis.  France,  not  wishing  to  lose  her  gold,  in  1873  stopped 
the  free  coinage  of  silver." 

Conclusions  regarding  bimetallism.  We  are  now  in  position 
to  formulate  our  general  conclusions  respecting  the  double  mone- 
tary standard,  or  bimetallism.  Bimetallism  involves  (1)  a  mone- 
tary^ unit  which  is  defined  as  a  certain  weight  of  gold  or  a  certain 
weight  of  silver,  (2)  free  coinage  of  both  metals,  and  (3)  the  legal 
tender  quality  for  the  corns  of  either  metal.  \Mien  the  market 
ratio  between  silver  and  gold  is  the  same  as  the  legal  ratio,  both 
metals  will  be  coined  and  both  gold  and  silver  coins  will  be  in 
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circulation.  A  discrepancy  between  the  two  ratios  tends  to  stop 
the~comager  of  the  metal  which  is  relatively  undervalued  at  the 
mint  and  to  cause  the  disappearance  from  circulation  of  the  coins 
4ii:e_viously  made  of  that  metal.  The  increased  use  of  the  other 
metal  tends  however  to  raise  its  market  value  and,  if  the  discrep- 
ancy between  the  two  ratios  is  quite  small,  may  thus  bring  back 
the  market  ratio  to  agreement  with  the  mint  ratio  before  all  of 
the  undervalued  metal  has  disappeared  from  circulation.  A  new 
equilibrium  is  thus  created,  with  relatively  less  of  the  under- 
valued metal  and  more  of  the  overvalued  metal  in  circulation  than 
before.  A  greater  discrepancy  between  the  two  ratios  cannot  thus 
be  overcome,  but  wall  continue,  leading  to  the  complete  expulsion 
of  the  undervalued  metal  and  the  sole  use  of  the  other  as  standard 
money.  Exactly  how  great  a  discrepancy  between  the  market  and 
mint  ratios  can  be  overcome  by  the  added  demand  for  the  over- 
valued metal  depends  among  other  things  upon  whether  the  burden 
is  borne  by  a  great  nation  or  a  small  one,  or  by  few  or  many  nations 
acting  together.  An  international  system  of  bimetallism  including 
the  majority  of  the  leading  nations,  with  agreement  upon  a  mint 
ratio  not  far  removed  from  the  then  existing  market  ratio,  would 
undoubtedly  have  a  powerful  stabilizing  effect  on  the  market  ratio. 
The  experience  of  the  United  States  shows  that  a  discrepancy  of 
one  point  is  too  much  to  be  overcome  by  any  one  large  and  powerful 
nation.  As  a  matter  of  fact,  no  nation  has  succeeded  in  main- 
taining permanently  a  system  of  bimetallism,  and  it  is  certain  that 
no  nation  in  the  world  could  have  maintained  bimetallism  for  more 
than  a  year  or  two  after  1873  at  a  legal  ratio  of  16  to  1  or  less. 

The  "  limping  standard."  ^Vhen.Jn  the  period  1871  t^  1874, 
the  leading  nations  of  the  world  definitely  abandone<^l  bimetallism 
and  embraced  the  single  gold  standard,  the  former  standard  silver 
coins  were  left  in  a  peculiar  position.  Their  free  comage  privilege 
was  gone,  and  they  were  therefore  no  longer  true  standard  money. 
At  the  same  time  they  were  generally  left  unlimited  legal  tender. 
Within  a  few  years  the.yalue  of  silver  had  so  f aljen  _with_respect  to 
gold  {i.e.,  the  market  ratio  had  so  risen)  that  the  silver  in  these 
coins  was  no  longer  worth  as  much  as  the  face  value  of  the  coins. 
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The  coins  no  longer  had  full  intrinsic  value,  as  is  the  case  with  real 
standard  money.  Had  free  coinage  continued,  they  would,  as  we 
have  learned,  soon  have  increased  greatly  in  number  and  driven 
gold  out  of  circulation.  But  now  their  quantity  was  fixed  at  the 
amount  existing  when  coinage  was  stopped,  and  the  tendency  to 
drive  out  gold,  which  had  already  set  in,  was  checked.  These 
hybrid  coins,  neither  true  standard  money  nor  yet  real  token  coins 
since  they" wefe  hot  redeemable  in  standard  money,  continued  thus 
to  circulate  side  by  side  with  the  standard  gold  coins  and  gave  rise 
to  the  contemptuous  title,  the  "  liinjnng  standard." 

American  silver  dollars  after  1873.  Whereas  in  Europe,  as 
we  have  seen,  silver  coins  were  generally  more  numerous  than 
gold  at  the  time  when  bimetallism  was  given  up,  in  America  it  will 
be  recalled  that  this  was  not  the  case.  For  more  than  a  generation 
the  United  States  had  had  virtual  gold  monometallism,  and  even 
before  1834  the  coinage  of  silver  dollars  had  been  small  and  many 
of  the  coins  made  had  been  exported.  In  the  whole  history  of  the 
country  up  to  1873  the  coinage  of  silver  dollars  had  amounted  to 
only  $8,000,000.  Silver  dollars  were  thus  in  1873  an  insignificant 
part  of  the  circulating  medium,  and  the  problem  of  the  limping 
standard  need  never  have  been  acute  in  America,  had  it  not  been 
for  subsequent  legislation  of  a  highly  artificial  sort. 

Reference  has  been  made  to  the  strong  political  demand  for  the 
restoration  of  the  free  coinage  of  silver  at  the  legal  ratio  of  16  to  1 
which  developed  in  conjunction  with  the  remarkable  fall  in  the 
price  of  silver  beginning  in  1873  and  continuing  to  the  end  of  the 
nineteenth  century.  The  success  of  this  movement  would  have 
meant  silver  monometallism  with  a  cheap  silver  dollar  worth  by 
1894  only  half  as  much  as  the  gold  dollar.  This,  as  will  be  more 
fully  explained  in  a  later  chapter,  would  have  greatly  benefited  all 
debtors  and  equally  injured  creditors.  The  movement  did  not 
succeed,  though  it  came  very  close  to  it,  but  it  did  cause  Congress 
to  enact  two  measures  of  a  compromise  nature  which  had  a  momen- 
tous effect  upon  the  United  States  monetary  system. 

Bland-Allison  and  Sherman  acts.     In  1S78  the  so-called  Bland-^ 
Allison   act   compelled   the   Treasury   to   purchase   each   month 
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$2,000,000  worth  of  silver  bullion  and  coin  it  into  "standard'* 
silver  dollars.  One  year's  coinage  under  this  law  was  three  times 
the  total  amount  of  silver  dollars  coined  up  to  that  time,  and  the 
law  _remamed  in  effect  for  twelve  years,  leading  to  the  coinage  of 
378  million  silver  dollars.  Then  m  1890  the  Bland-Allison  act  was 
superseded  by  the  Sherman  act,  which  increased  the  Treasury's 
monthly  purchases  of  silver  to  4,500,000  ounces.  This  silver  was 
paid  for  by  the  issue  of  legal  tender  treasury  notes  redeemable  in 
either  gold  or  silver  coin  at  the  option  of  the  Treasury.  The  silver 
so  bought  was  held  by  the  Treasury,  being  coined  into  dollars 
Quly  as  required  to  redeem  the  treasury  notes. 

The  Sherman  act,  though  differing  in  detail  from  the  Bland- 
Allison  act,  had  nevertheless  the  same  fundamental  effect.  Both 
acts  inflated  the  monetary  system  with  silver  dollars  or  notes 
backed  primarily  by  silver  dollars,  whose  metallic  content  was 
worth  less  than  —  by  1894  only  half  —  the  standard  gold  dollar. 
Such  a  movement,  continued  long  enough,  would  have  had  the 
same  effect  as  the  free  coinage  of  silver ;  i.e.,  the  expulsion  of  gold 
and  the  substitution  of  the  silver  standard.  This  effect  was 
already  being  felt.  Gold  was  rapidly  disappearing  from  circula- 
tion, accompanied  by  heavy  exports  to  foreign  countries.  The 
silver  dollars  and  the  treasury  notes  of  1890,  while  never  formally 
at  a  discount,  were  more  and  more  being  regarded  with  suspicion, 
and  the  Treasury  was  hard  put  to  it  to  maintain  the  stability  of 
the  monetary  system  and  meet  its  gold  obligations.  The  monetarv 
inflation  and  weakness  constituted  one  of  the  chief  causes  of  the 
disastrous  panic  of  1893.  Inflation  was  finally  stopped  by  the 
repeal  of  the  Sherman  act  in  1893,  but  the  harm  had  already  been 
done,  and  in  1894  and  1895  the  United  States  Treasury  barely 
escaped  suspension  and  was  forced  to  resort  to  extraordinary 
means  to  maintain  its  disappearing  gold  reserve. 

The  free  silver  party  was  defeated  in  the  presidential  elections 
of  1896  and  1900,  and  in  the  latter  year  Congress  definitely  estab- 
lished the  gold  standard.  In  the  same  year  Congress  directed  the 
conversion  of  the  treasury  notes  of  1890  then  outstanding  into 
silver  certificates  backed  by  coinage  of  an  ec^ual  quantityof  silver 


418  ELEMENTARY    ECONOMICS 

dollars ;  the  total  coinage  under  the  Sherman  act,  when  thus  com- 
pleted in  1905,  amounted  to  187  million  dollars.  The  heritage  of 
the  nineteenth  century  was  a  total  coinage  of  578  million  silver 
dollars,  almost  all  under  the  artificial  stimulus  of  legislation  sub- 
sequent to  the  demonetization  of  silver.  The  silver  dollar  is  still 
in  an  anomalous  situation.  It  has  one  of  the  attributes  of  standard 
money,  being  unlimited  legal  tender.  It  lacks  the  other  attribute, 
free  coinage,  and  it  has  not  full  intrinsic  value.  Its  value  is  main- 
tained equal  to  gold  by  its  limited  quantity  and  by  the  legal  obliga- 
tion of  the  Treasury  to  maintain  all  kinds  of  money  at  a  parity, 
which  implies,  though  it  does  not  in  so  many  words  require, 
redemption  in  gold.  The  stock  of  silver  dollars  at  present  (Sep- 
tember 30,  1929)  is  540  millions,  of  which  only  43  millions  are  in  cir- 
culation while  418  millions  are  represented  in  circulation  by  silver 
certificates  (to  be  described  later) .  No  useful  purpose  is  served  by 
the  silver  dollars  that  would  not  be  equally  accomplished  if  they 
were  made  token  coins  specifically  redeemable  in  gold.  In  that 
case  the  fifty  odd  millions  required  for  circulation  would  remain, 
the  silver  certificates  would  be  redeemed  in  gold,  and  the  silver 
dollars  held  back  of  them  could  be  sold  for  bullion  or  used  for  the 
making  of  silver  token  coins. 

The  Pittman  act.  At  the  time  of  the  World  War  the  United 
States  lost  an  excellent  opportunity  to  get  rid  of  the  "  limping  " 
silver  dollars  without  loss.  The  sudden  extraordinary  rise  of  all 
prices  finally  brought  the  price  of  silver  to  the  point  where  the  mar- 
ket ratio  was  less  than  16  to  1.  For  several  months  in  the  winter  of 
1919-1920  there  was  thus  more  than  a  dollar's  worth  of  metal  in  a 
silver  dollar,  and  there  was  profit  in  melting  down  the  silver  coins. 
Some  were  melted  and  exported.  INIoreover  there  came  a  special 
demand  for  silver  from  the  British  and  Indian  governments.  Con- 
gress, through  the  Pittman  act  of  1918,  permitted  the  Treasury  to 
melt  and  sell  the  silver  dollars  held  back  of  the  silver  certificates 
up  to  350  millions,  the  corresponding  silver  certificates  being 
replaced  by  a  special  issue  of  federal  reserve  bank  notes.  A  little 
over  270  million  silver  dollars  were  so  melted  down.  But  the 
Pittman  act  provided  that  as  soon  as  the  emergency  was  over  the 
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silver  Hnllars  must  hp.  rpplaopH  by  new  dollars  coined  from  Ameri- 
can silver  purchased  by  the  government.  Recoinage  of  the  270 
million  silver  dollars  was  commenced  in  1921  and  completed  in 
April,  1928,  and  we  are  back  where  we  were  with  the  heritage 
_of  the  Bland-Allison  and  Sherman  acts. 

Fiduciary  money.  Of  the  three  groups  into  which  it  was  found 
convenient  to  classify  money,  attention  has  so  far  been  directed 
to  standard  money.  We  may  now  turn  to  the  second  group, 
fiduciary  money,  and  study  in  turn  the  three  forms,  (a)  representa- 
tive money,  (6)  token  money,  and  (c)  credit  money. 

Representative  money.  The  subject  of  representative  money  is 
fairly  simple,  and  a  brief  discussion  will  suffice.  4s--akead^  de- 
fined, representative  money  consists  of  certificates  testifying  to  the 
fact  that  the  government  holds  standard  money  which  will  be" 
delivered  to  the  bearers  of  the  certificates  on  demand.  Such  cer- 
tificates are  printed  by  the  government  and  gi^Tn  to  the  people  or 
the  banks  in  exchange  for  standard  money.  The  government" 
must  always  hold  for  their  redemption,  and  available  for  no  other 
use,  a  quantity  of  the  standard  money  exactly  equal  to  the  total 
of  the  certificates  outstanding.  The  certificates  are  thus  economi- 
cally and  legally  simple  warehouse  receipts,  similar  to  the  ware- 
house receipts  given  for  cotton  or  wheat  in  storage.  Representa- 
tive money  makes  no  net  addition  to  the  total  quantity  of  money 
in  circulation.  Its  sole  purpose  is  to  make  possible  the  holding 
and  circulation  of  the  standard  money  by  means  of  these  evidences 
of  property  rights  rather  than  by  the  handling  of  the  actual  coin, 
thereby  adding  greatly  to  the  public  convenience. 

Since  the  holder  of  representative  money  can  always  obtain 
standard  money  on  demand,  and  since  the  government  will  also 
give  the  certificates  freely  in  exchange  for  standard  coin,  there  can 
never  be  an  appreciable  difference  in  value  between  representative 
money  and  the  standard  money.  Depreciation  of  the  former  could 
occur  only  in  case  of  default  or  the  fear  of  default  on  the  part  of  the 
government. 

Representative  money  is  not  normally  legal  tender.  Although 
of  equal  value  to  the  standard  money  it  is  after  all  not  standard 
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money.  He  who  has  sold  goods  or  rendered  services  in  exchange 
for  money  is  presumed  to  be  entitled  to  the  best  money  there  is. 
If  the  representative  money  is  acceptable,  as  of  com-se  it  generally 
is,  nothing  is  to  be  gained  by  making  it  legal  tender.  If  however 
the  creditor  should  prefer  to  receive  standard  money,  the  debtor 
is  the  one  to  go  to  the  slight  trouble  of  exchanging  his  representa- 
tive money  for  standard  money. 

United  States  gQli. certificates.  As  an  example  of  representa- 
tive money  we  may  cite  the  gold  certificates  of  the  United  States. 
The  contract  printed  upon  evers'  such  certificate  reads :  "  This 
certifies  that  there  have  been  deposited  in  the  Treasury  of  the 
United'Sta'fes  of  America  ten  [or  some  other  number]  dollars  in 
gold  coin  payable  to  the  bearer  on  demand."  This  is  evidently  the 
statement  of  a  warehouse  receipt.  Gold  certificates  were  first 
authorized  by  Congress  in  1863,  and  they  have  since  then  become 
an  important  part  of  the  United  States  monetary  system.  Indeed 
so  fully  is  their  convenience  appreciated  that  the  quantity  in  use, 
outside  the  Treasury  itself,  is  greater  than  the  amount  of  gold  coin 
so  used.  On  September  30,  1929,  there  were  1,196  million  dollars 
of  gold  certificates  outstanding  and  only  1,044  millions  of  gold 
coin  in  use  outside  the  Treasury.  If  from  these  figures  we  deduct 
the  sums  held  by  the  federal  reserve  banks  and  agents,  we  find 
that  the  amounts  in  actual  "  circulation  "  were  on  that  date  849 
millions  and  363  millions  respectively,  which  represent  per  capita 
S7.07  of  gold  certificates  and  S3. 03  of  gold  coin  in  circulation. 
The  United  States  Treasury  held  on  this  date,  as  a  trust  fund  for 
the  redemption  of  gold  certificates,  the  full  amount  of  1,196  million 
dollars  in  gold  coin  or  bullion.  In  spite  of  the  principle  laid  do"«Ti 
in  the  previous  paragraph,  the  gold  certificates,  though  originally 
not  legal  tender,  were  made  so  by  a  law  enacted  in  1920. 
iQ  J  A^  "Pnited  States  silver  certificates.  The  silver  certificates  of  the 
^■^/ylJnited  States  have  precisely  the  same  relation  to  silver  dollars  as 
^  exists  between  the  gold  certificates  and  gold  coin,  and  here  again  it 
is  e^adent  that  the  people  prefer  the  certificates  to  the  actual  coins. 
"While  there  were  on  September  30,  1929,  540  million  silver  dollars, 
only  52  millions  were  outside  the  Treasury  and  only  43  millions  in 
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actual  circulation,  whereas  483  millions  were  represented  by  certifi- 
cates, of  which  418  millions  were  in  circulation.  The  per  capita 
circulation  of  silver  certificates  was  $3.47,  of  silver  dollars  only  36 
cents.  ChN'ing  to  the  fact  that  the^United  States  silve£.i£LlIaxa.ajt:&« 
not  standard  money  according  to  our  definition,  the  silver  certifi- 
cates do  not  quite  fit  the  definition  of  representative  money.  This 
anomalous  situation  is  due  to  the  peculiar  historical  causes  with 
which  the  reader  has  already  become  acquainted. 

Token  money:  value.    We  have  defined  token  mongy  as  coins 
containing  less  than  their  nominal  value  of  metal  and  redeemable    /  ><-<^ 
in  standard  money.     These  coins  are  ordinarily  of  smaller  denom-  /     ^  ' 
inations  than  the  monetary  unit,  and  their  purpose  is  to  facilitate  >  y^ 
payments  involving  fractional  amounts.     They  are  usually  made  ;  ^     ^ 
of  silver  or  of  other  less  precious  metals,  as  copper,  nickel,  or  bronze.  1     V^ 
When  made  of  the  same  metal  as  the  standard  coins,  the  token  ^^  ^  jr 
coins  are  of  proportionally  less  weight.     Thus  there  is  not  as  much 
silver  in  two  half  dollars,  four  quarters,  or  ten  dimes,  as  in  a  silver 
dollar  (the  latter  having  formerly  been  a  standard  coin). ^__ 

It  should  be  evident  that  token  money  does  not  derive  its  value 
from  the  material  of  which  it  is  made.  There  is  not  ten  cents' 
worth  of  silver  in  the  dime,  nor  is  the  metal  in  the  five  cent  piece 
worth  five  cents,  nor  the  bronze  in  the  one  cent  piece  worth  one 
cent.  These  coins  maintain  their  face  value  because  by  law  they 
may  always  be  redeemed  in  standard  money  at  the  United  States 
Treasury,  the  only  requirement  being  that  they  be  brought  in  mul- 
tiples of  twenty  dollar^..ConyCTS,eJi:.jhe__Tmamry_mn.alway_s 
give  out  the  token  coins  on  request  in  exchange  for  standard 
money.  The  value  of  the  token  coins  is  thus  determined  and  can 
never  be  either  more  or  less  than  the  value  of  the  standard  coin. 

Quantity  automatically  regulated.  This  arrangement  also  deter- 
mines the  quantity  of  the  small  coins,  keeping  it  just  sufficient 
to  meet  the  needs  of  the  people.  When  for  example  there  is  a 
shortage  of  half  dollars  in  any  community,  the  merchants  and 
others,  finding  themselves  embarrassed  in  making  change,  send  to 
their  banks  for  more  of  these  coins.  The  banks,  seeing  their  half 
dollars  running  low,  send  to  the  Treasury  for  more,  and  it  is  the 
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business  of  the  United  States  Mint  to  have  always  a  sufficient  stock 
to  meet  such  demands.  In  the  opposite  case,  when  there  is  a 
surplus  of  any  small  coin,  the  merchants  find  their  tills  piling  up 
with  this  coin.  They  deposit  the  surplus  with  then-  banks,  and 
the  latter  if  necessary  present  the  small  coins  to  the  Treasury  and 
demand  standard  money  in  exchange. 

Why  token  coins  are  light  weight.  It  may  be  asked,  why  all 
this  machinery  for  the  small  change  coins?  Why  not  have  the 
small  coins  standard  money  of  full  intrinsic  value  and  avoid  all  the 
complications,  of  token  money  ?  The  first  and  obvious  answer  is 
that  gold,  the  universal  standard  metal  today,  is  so  valuable  that 
the  microscopic  small  change  coins  made  of  it  would  be  quite 
unusable.  We  do  not  have  even  a  gold  dollar,  for  this  reason ; 
imagine  a  gold  cent !  However  the  question  goes  deeper  than  this. 
Why  in  a  bimetallic  system  should  the  small  coins  not  be  standard 
silver  of  full  weight  ?  Or,  even  with  the  gold  standard,  why  not 
put  enough  silver  or  copper  or  other  metal  into  the  small  coins  to 
give  them  full  intrinsic  value?  American  monetary  experience 
furnishes  an  interesting  inductive  answer. 

The  reader  will  recall  that  the  first  United  States  coinage  system, 
adopted  in  1792,  was  based  on  bimetallism  at  the  ratio  of  15  to  1. 
Besides  the  then  gold  coins  (eagle,  half  eagle,  and  quarter  eagle), 
there  were  provided  five  coins  of  silver  :  dollar,  half  dollar,  quarter 
dollar,  dime,  and  half  dime.  These  were  all  standard  coins,  full 
weight,  free  coinage,  and  legal  tender.  There  were  also,  it  should 
be  stated,  a  cent  and  a  half  cent  of  copper.  Now  it  will  also  be 
recalled  that  the  mint  ratio  of  15  to  1  undervalued  gold,  so  that 
only  silver  was  brought  to  the  mint  for  coinage.  No  serious 
difficulty  arose  with  respect  to  the  small  silver  coins,  till  the  mint 
ratio  was  changed  in  1834  to  about  16  to  1.  This  undervalued 
silver,  and,  as  we  have  already  noted,  silver  dollars  were  no  longer 
coined  and  such  as  were  in  existence  tended  to  be  melted  down  or 
exported.  Exactly  the  same  results  began  to  occur  in  the  case  of 
the  small  silver  coins,  and  in  a  short  time  the  people  were  experienc- 
ing difficulty  in  making  change.  It  took  the  country  nearly 
twenty  years  to  learn  the  lesson,  but  finally  in  1853  Congress  solved 
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the  problem  by  stopping  the  free  coinage  of  fractional  silver  coins, 
reducing  their  weight  to  about  ninety-three  per  cent,  and  providing 
that  they  should  thereafter  be  coined  from  metal  bought  by  the  gov- 
ernment and  be  issued  to  the  people  as  needed.  Thus  was  learned 
^nd  applied  the  principle  that  in  a  bimetallic  system  the  token  coins 
of  either  standard  metal  must  be  light  weight,  lest  at  any  time  when 
that  metal  is  undervalued  by  the  mint  ratio  the  small  coins  dis- 
appear from  circulation.  Under  the  gold  standard  it  is  likewise 
impossible  to  have  small  coins  of  other  metals  of  full  intrinsic  value. 
The  market  value  of  copper,  for  example,  varies  greatly.  If  at 
any  moment  the  cent  contained  exactly  one  cent's  worth  of  metal, 
we  may  be  sure  that  this  equilibrium  would  soon  be  disturbed. 
Either  copper  would  rise,  in  which  case  the  coins  would  disappear 
from  circulation,  or  copper  would  fall  and  the  coins  would  no 
longer  have  full  intrinsic  value.  Whatever  the  standard  money 
therefore  the  token  coins  are  properly  of  less  than  full  intrinsic 
value  and  not  open  to  free  coinage ;  their  value  depends  on  their 
redeemability. 

Limited  legal  tender*  With  respect  to  the  other  characteristic 
of  stanclard  money,  legal  tender,  it  has  also  been  found  convenient 
to  make  a  departure  in  the  case  of  token  money.  Standard  money 
is  unlimited  legal  tender.  But  it  would  be  most  awkward  if  one 
were  compelled  to  accept  in  payment  of  a  hundred  dollar  contract, 
four  hundred  quarters,  or  ten  thousand  one  cent  coins.  On  the 
other  hand  the  debtor  must  be  permitted  to  pay  odd  amounts  in 
the  fractional  coin.  Hence  token  money  is  made  limited  legal 
tender.  For  example  the  subsidiary  silver  coins  of  the  United 
States  are  legal  tender  for  amounts  not  exceedingften  dollars  ;  the 
five  cent  and  one  cent  coins,  for  amounts  not  exceeding  twenty-five 

'^To  sum  up,  a  normal  system  of  token  money  is  marked  by  the 
followingj[2bSSSatIS3  (l)..^^ot  open  to  free  coinage,  but  coined 
on  government  account  from  metal  bought  by  the  government, 
(2)  light  weight ;  i.e.,  less  than  full  intrinsic  value,  (3)  limited  legal 
tender,  (4)  freely  redeemable  in  standard  money  and  freely  obtain- 
able for  standard  money. 
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^edit  money.  As  already  defined,  credit  money  consists  of 
notes  by  which  the  government  or  certain  banks  promise  to  pay 
standard  or  some  other  kind  of  money  to  the  bearer.  For  example 
the  United  States  notes,  or  "  greenba£ksa!laie  the  promissory  notes 
of  theUnited  States  Government.  Upon  each  note  is  printed  this 
agreement :  "  The  United  States  of  America  will  pay  to  the  bearer 
five  [or  some  other  nmnber]  dollars."  We  have  also  familiar  ex- 
amples of  bank  notes.  A  national  bank  note  is  the  promissorj^  note 
of  a  national  bank  and  contains  this  agreement :  "  The  First 
National  Bank  of  Chicago  [or  some  other  national  bank]  will  pay  to 
the  bearer  on  demand  ten  [or  some  other  number]  dollars."  These 
are  simple  promissory  notes.  Neither  the  government  nor  the 
issuing  bank  is  required  to  hold  standard  money  equal  in  amount  to 
the  credit  money  outstanding,  which  distinguishes  credit  money 
from  representative  money.  WTiether  specifically  so  stated  or  not 
on  the  note,  payment  is  normally  made  freely  upon  the  demand  of 
the  note  holder.  For  this  purpose  the  issuing  government  or  bank 
holds  a  "  reserve  "  of  standard  or  other  specified  kind  of  money 
(termed  in  America  "  lawful  money  "),  so  as  to  be  always  in  posi- 
tion to  pay  its  notes  as  presented.  The  amount  of  this  reserve  in 
relation  to  the  volume  of  notes  outstanding  may  be  specified  by 
law  or  may  be  left  to  the  administrative  discretion  of  the  govern- 
ment or  bank  of  issue. 

Under  the  normal  conditions  as  thus  stated,  credit  money  will, 
like  representative  money,  have  exactly  the  same  value  as  the 
standard  money  for  which  it  may  be  exchanged.  Also  like  repre- 
sentative money  it  will  normally  not  be  legal  tender. 

Irredeemable  credit  money.  R  must  be  confessed  however  that 
these  normal  characteristics  of  credit  money  have  in  actual  history 
beenhoEored  as  much  in  the  breach  as  in  the  observance.  Govern- 
ments and  banks  have  frequently  "  suspended  payment  "  of  their 
notes,  and  such  suspension,  particularly  upon  the  part  of  govern- 
ments, has  often  been  long  continued.  Sometimes  the  bank  or 
government  may  fail  entirely  and  cease  to  exist,  in  which  case 
payment  may  be  made  of  only  a  part  of  the  amount  called  for  or 
may  never  be  made  at  all.     Bank  failures,  with  whole  or  partial  loss 
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to  note  holders,  are  no  rarity  in  monetary  history,  and  we  need  not 
go  outside  America  for  an  example,  the  Confederate  States  of 
America,  of  a  government  which  ceased  to  exist  and  whose  promis- 
sory notes  were  never  paid.  The  situation  is  quite  distinct  from 
that  of  representative  money,  where  the  government  has  always 
on  hand  the  full  amount  of  standard  money  not  lawfully  available 
for  any  other  use,  and  where  the  danger  of  suspension  is  therefore 
negligible. 

WTien  credit  money  is  not  actually  being  paid  on  demand,  the 
relation  which  normally  maintains  its  value  equal  to  that  of 
standard  money  is  broken.  Even  in  such  case  a  limited  quantity 
of^rgdit  mDney  may  keep  its  full  face  value,  particularly  if  there  is 
hope  of  prompt  resumption  of  payment.  But  this  is  the  exception. 
As  a  general  rule  it  is  current  redemption  on  demand  which  alone 
has  power  to  keep  the  value  of  credit  money  at  par  with  the  stand- 
ard money.  Otherwise  credit  money  will  ordinarily  depreciate, 
and  the  depreciation  may  be  anj-where  from  a  few  per  cent  to  loss 
of  all  value.  Material  depreciation  of  the  credit  money  will  tend, 
in  accordance  with  Gresham's  law,  to  drive  the  standard  money  out 
of  circulation.  The  credit  money  then  becomes  the  basis  of  the 
monetary  system,  its  value  no  longer  controlled  by  the  value  of  the 
previous  standard  money.  Indeed  as  we  have  defined  the  terms, 
credit  money  ceases  to  be  credit  money  and  becomes  fiat  money 
when  redemption  has  definitely  failed. 

Fiat  money.  As  previously  defined,  fiat  money  is  money  which 
has  no  intrinsic  \alue  itself  and  which  is  not  redeemable  in  any 
other  kind  of  money.  In  the  case  of  all  other  species  of  money, 
value  is  imparted  directly  or  indirectly  by  the  value  of  some 
commodity.  Standard  money  has  full  intrinsic  value,  and  the 
several  kinds  of  fiduciary  money  derive  theu-  value  from  the  right 
they  give  the  bearer  to  demand  standard  money  either  immedi- 
ately or  by  a  roundabout  process,  as  in  the  case  of  the  United 
States  silver  certificate.  Fiat  money  bears  no  such  relation  to  the 
value  of  any  commodity.  It  may  at  first  sight  be  hard  to  under- 
stand how  such  money  can  have  any  value  at  all,  or  why  anyone 
should  consent  to  receive  it.     Yet  that  this  does  occur  is  demon- 
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strated  over  and  over  in  the  annals  of  the  world's  monetary  history. 
Fiat  money  has  almost  always  been  degenerated  credit  money. 
The  people  having  become  used  to  the  credit  money^  force  of  habit 
continues  its  use  even  when  redemption  has  ceased  and  the  chance 
of  future  redemption  has  become  virtually  nil.  Its  declining  value 
is  evidenced  by  rising  prices,  as  will  be  more  fully  studied  in  a  later 
chapter,  but  it  continues  to  circulate.  Each  individual  feels  that 
he  can  accept  the  money  so  long  as  he  can  pass  it  on  to  others,  and 
so  the  one  essential  characteristic  of  money,  general  acceptability, 
is  maintained.  It  is  remarkable  how  far  habit  will  thus  lead  a 
people.  The  continental  bills  of  credit  of  the  American  Revolution 
circulated  till  they  were  worth  less  than  one  cent  on  the  dollar. 
The  common  people  of  Germany  after  the  World  War  were  still 
using  their  paper  mark  when  its  ratio  of  depreciation  was  impos- 
sible to  calculate  and  when  it  was  finally  stabilized  at  one  trillion 
to  one ! 

Experience  with  credit  and  fiat  money.  Credit  money  is  a 
regular  part  of  the  monetary  system  of  ever\-  important  nation, 
and  monetary'  history  is  replete  with  innumerable  experiences  with 
this  kind  of  money.  Fiat  money  also  has  flourished  in  various 
parts  of  the  world  and  at  various  times.  During  the  World  War 
and  for  several  years  thereafter  nearly  every  great  nation  of  Europe 
was  on  a  fiat  money  basis.  Interesting  though  this  field  is,  the 
limits  of  this  book  will  not  permit  us  to  enter  it,  except  as  regards 
our  own  monetary  histor\' ,  where  however  we  shall  find  examples 
of  every  conceivable  variety  of  experience,  with  both  credit  and 
fiat  money,  to  illustrate  the  economic  principles  which  have  been 
laid  down. 

American  money  in  the  colonial  and  Revolutionary  period. 
Long  before  the  Revolution  the  American  colonists  had  become 
familiar  with  credit  money  and  had  generally  so  saturated  their 
currency  system  with  notes  of  the  several  colonies  and  of  certain 
so-called  banks  that  credit  money,  or  more  accurately  fiat  money, 
since  redemption  in  standard  money  was  the  exception  rather  than 
the  rule,  had  become  their  ordinary  medium  of  exchange.  .Xhfe^ 
War  of  the  Revolution  was  financed  principally  by  the  issue  of  the 
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promissory  notes  of  the  Continental  Congress,  which  soon  flooded 
the  circulation,  driving  out  coin  and  becoming  the  regular  money 
of  the  people.  These  notes  purported  to  be  credit  money,  the 
promise  of  the  Continental  Congress  to  pay  coin.  But  there  w,as 
no  coin  for  that  purpose,  the  notes  were  from  the  first  not  redeem- 
able on  demand,  and  no  one  knew  when  they  would  be  or  if  they 
would  ever  be  redeemed.  They  were  thus  from  the  first  genuine 
fiat  money.  They  were  issued  in  large  quantities ;  their  deprecia- 
tion was  prompt  and  disastrous.  Eventually,  having  declined  to 
less  than  one  cent  on  the  dollar,  the  people  lost  all  faith  in  them 
and  refused  to  accept  them.  Gold  and  silver  coins  then  gradually 
found  their  way  back  into  circulation.  In  the  financial  recon- 
struction after  the  adoption  of  the  Constitution  the  notes  were 
redeemed,  so  far  as  presented,  at  the  rate  of  one  cent  on  the  dollar. 
Thus  disastrously  ended  our  first  national  experience  with  fiat 
money. 

From  1789  to  the  Civil  War.  The  issue  of  credit  money  by  the 
states,  freely  resorted  to  during  the  colonial  and  Revolutionary 
period,  was  forbidden  by  the  Constitution  of  the  United  States. 
Notes  of  the  national  government  continued  to  be  issued  at  various 
times  down  to  the  Civil  War.  These  issues,  though  not  always 
redeemable  at  the  outset  and  frequently  depreciated,  were  all 
eventually  redeemed  at  par,  having  never  reached  the  low  state  of 
the  Continental  bills  of  credit.  During  this  period  the  main  reli- 
ance for  currency  was  upon  another  form  of  credit  money ;  namely, 
bank  notes.  A  strong  government  bank  was  in  existence  from  1791 
to  1811  and  another  from  1816  to  1836.  The  notes  of  these  United 
States  banks  were  real  credit  money,  currently  redeemable  and  of 
high  standing.  Local  state  banks  also  issued  their  notes,  some 
redeemable  on  demand  and  as  good' as  gold,  others  of  varying 
degrees  of  irredeemability.  During  the  period  1811  to  1816  and 
for  a  short  time  following  1836,  when  there  was  no  United  States 
bank,  the  country  was  on  a  fiat  money  basis,  owing  to  the  character 
of  the  local  bank  notes  and  the  weakness  of  the  government  notes. 

The  greenbacks.    The  Civil  War  was  the  occasion  of  a  large 
issue  of  notes  of  the  United  States,  destined  to  become  a  permanent 
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part  of  the  country's  monetary  system.     These  United  States 
notes,  or  "  greenbacks  "  as  they  soon  came  to  be  called,  were  issued 
V^ijorder  to  rneet  in  part  the  cost  of  the  war.     They  were  made  full 
"Hpgal  tender  except  for  (1)  payment  of  duties  on  imports  (tariff 
duties)  and  (2)  payment  by  the  government  of  interest  on  the 
public  debt.     A  statement  to  this  effect  may  be  found  engraved 
upon  any  greenback  to  this  day.     The,  explanation  pf  this  peculiar 
legislation  is  interesting.     Congress  desired  to  force  the  new  notes 
\  into  general  circulation  and  feared  that,  unless  made  legal  tender, 
N  they  might  be  refused  by  the  people,  though  in  this  fear  they  were 
probably  mistaken.     However,  after  long  debate  and  much  mis- 
giving, the  legal  tender  clause  was  adopted.     But  at  this  time  the 
government  was  seeking  to  borrow  for  the  needs  of  the  war  by  the 

f'ssue  of  its  bonds,  upon  which  it  promised  to  pay  interest  in  gold, 
't  was  clear  enough  that  if  the  government  might  now  claim  the 
right  to  pay  its  bond  interest  in  the  new  legal  tender  notes,  its 
/  ability  to  borrow  would  be  seriously  impaired.     Hence  the  second 
i  exception  to  the  legal  tender  clause.     Congress  had  next  to  con- 
I  sider  where  the  government  could  get  the  necessary  gold,  and  so 
I  by  the  exception  with  respect  to  tariff  duties  it  provided  one  source 
\of  gold  income. 
^T^he  greenbacks,  though  promissory  notes  of  the  United  States, 
were  not  at  the  outset  redeemable  in  standard  money.     It  was 
generally  supposed  that  the  notes  would  be  redeemed  in  gold 
coin  as  soon  as  the  war  was  over,  but  this  was  not  finally  done  until 
January  1,  1879.     From  the  start  the  greenbacks  depreciated  and, 
through  the  operation  of  Gresham's  law,  drove  most  of  the  gold  and 
silver  coin  out  of  circulation.     The  other  kinds  of  money  in  circu- 
lation were  either  other  classes  of  notes  of  the  United  States  or  the 
notes  of  banks,  themselves  redeemable  in  greenbacks.     The  green- 
backs were  thus  the  basis  of  the  monetary  system  and,  being  irre- 
deemable and  depreciated,  they  gave  the  country  a  pure  fiat  money 
system  for  the  seventeen  years  from  1862  to  1879,  though  always 
somewhat  supported  by  the  hope  of  ultimate  redemption.     So  low 
did  they  fall  (the  lowest  point  was  about  thirty-five  cents  on  the 
dollar)  that  the  small  silver  coins,  though  reduced  in  weight  seven 
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per  cent  in  1853  as  we  have  learned,  became  more  valuable  as 
bullion  than  as  coin  and  generally  disappeared  from  circulation. 
Congress  found  it  necessary  to  provide  paper  token  money  (notes) 
which  should  not  be. more  valuable  than  the  greenbacks  themselves 
and  which  soon  acquired  the  euphonious  title  of  "  shin  plasters." 

We  shall  not  be  able  to  go  much  further  into  the  interesting  his- 
tory of  the  United  States  notes.  On  January  1 ,  1 879,  the  Treasury 
began  to  redeem  the  notes  in  gold  on  demand,  and  redemption  has 
contiruied  ever  since,  albeit  with  considerable  difficulty  during  the 
troublous  times  of  1893-1895,  to  which  we  have  previously  referred. 
At  various  times  after  the  Civil  War  some  of  the  notes  were  paid 
off,  but  in  1878,  the  year  before  resumption  of  specie  payment, 
Conjrross  forbade  further  rethement  and  required  that  as  the  notes 
"were  redeemed  they  should  be  paid  out  and  so  kept  in  circu- 
lation. Tills  fixed  permanently  the  amount  of  the  greenbacks  at 
$346,681,016.  FaLJJlfii-Cedemption  of  the  notes  the  Treasury 
maintains  a  reserve  of  gold  coin,  which  since  1900  has  been  fixed 
at  $150,000j000.  If  rviT  ivdmiption  of  the  nute^  .-should  bring  this 
gold  reser\  e  })elow  $100,000,000  the  Treasury  is  compelled  to  bring 
it  back  to  Sir)(),O00,000  by  borrowing  gold  through  an  issue  of 
bonds. 

Credit  money  in  the  United  States  today.  Credit  money  today 
forms  a  very  important  part  of  the  monetary  system  of  the  United 
States.  Besides  the  347  millions  of  United  States  notes,  there  are 
(September  30.  1929)  two  and  a  third  billion  dollars  of  the  notes  of 
the  federal  re>er\  e  banks  and  ()91  millions  of  national  bank  notes. 
Of  the  total  amount  of  money  in  actual  circulation  (i.e.,  not  held  by 
the  Treasury  or  federal  reserve  banks  and  agents)  on  September  30, 
1929,  amounting  to  4,819  million  dollars,  265  millions  were  in 
United  States  notes,  1,843  millions  in  notes  of  the  federal  reserve 
banks,  and  630  millions  in  national  bank  notes.  Altogether  2,739 
million  dollars,  more  than  half  of  the  total  money  in  circulation, 
was  credit  money.  The  special  problems  connected  with  bank 
note  cufrenev  will  be  more  fully  investigated  in  the  following 
chapters  on  banking. 


CHAPTER  XX 
THE  PRINCIPLES  OF  BANKING 

Financing  production.  Let  us  for  the  moment  assume  a  very 
simple  type  of  productive  organization,  consisting  only  of  manu- 
facturers, wholesalers,  retailers,  and  consumers.  Goods  pass  in  a 
direct  line  from  the  manufacturer  to  the  wholesaler,  to  the  retailer, 
and  to  the  consumer.  There  are  no  banks  or  other  financial  houses 
to  assist  any  one  of  them,  and  therefore  all  the  financial  burdens 
must  fall  on  the  manufacturers,  the  middlemen,  or  the  consumers. 
When  the  wholesaler  buys  goods  from  the  manufacturer  he  pays 
cash  for  them;  the  retailer  and  the  consumer  do  likewise.  The 
financial  functions  of  these  seem  slight,  but  are  they  ?  The  manu- 
facturer is  compelled  to  use  his  own  funds  in  paying  for  materials, 
labor,  etc.,  while  he  is  manufacturing  the  goods ;  the  wholesaler  ties 
up  his  resources  in  a  stock  of  goods  until  he  has  disposed  of  them 
to  the  retailer,  and  the  retailer  is  in  the  same  i)osition.  Even  the 
consumer  may  buy  somewhat  in  excess  of  his  immediate  needs.  As 
a  matter  of  fact,  each  one  is  financing  himself. 

Some  of  the  consumers,  let  us  assume,  find  it  impossible  to  pay 
for  the  goods  immediately,  and  they  induce  the  retailer  to  "  trust  " 
them  for  small  amounts.  But  as  a  result  of  this  situation  the 
retailer  may  find  himself  unable  to  pay  cash  for  the  goods  he  buys 
from  the  wholesaler.  He  is  confident  that,  if  he  were  given  three 
months  in  which  to  make  payment,  he  could  sell  a  certain  amount 
of  goods  and  secure  payment  from  his  customers,  and  so  he  sug- 
gests to  the  wholesaler  that  he  be  allowed  to  purchase  the  goods  on 
the  basis  of  deferred  payments  —  that  he  be  given  three  months' 
credit.  If  the  wholesaler  agrees  to  this,  he  assumes  the  burden 
of  financing  the  retailer  as  well  as  himself.  Obviously  to  do  this 
he  must  have  fairly  large  resources  or  be  compelled  to  curtail  the 
extent  of  his  operations,  provided  he  still  pays  the  manufacturer 
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cash  on  delivery  of  goods.  But  he  may  make  to  the  manufacturer 
the  same  plea  which  the  retailer  made  to  him,  urging  in  extenuation 
his  treatment  of  the  retailer.  If  the  manufacturer  accedes  to  his 
request,  he  is  financing  himself,  the  wholesaler,  the  retailer,  and 
the  consumer.  He  is  selling  goods  and  receiving  in  exchange  a 
written  or  verbal  promise  to  pay  for  them  sometime  in  the  future. 
Credit.  Here  we  see  the  essence  of  the  credit  system.  Credit 
involves  the  purchase  of  something  in  the  present  —  merchandise, 
money,  or  services  —  agreeing  to  pay  for  it  in  the  future.  In 
business  the  amount  and  time  of  the  future  payment  is  usually 
determined,  and  the  payment  is  almost  always  made  in  money. 
But  this  is  not  necessarily  so.  A  farmer  may  borrow  a  few  bushels 
of  seed  wheat  promising  to  return  a  certain  number  of  bushels  of 
wheat  when  his  crop  is  harvested.  This  is  as  truly  a  credit  transac- 
tion as  when  a  banker  loans  $1,000  to  be  repaid  in  money  one  month 
from  the  date  of  the  loan,  even  though  the  repayment  in  the  former 
case  is  to  be  in  wheat  and  at  a  time  which  cannot  be  fixed  exactly 
when  the  loan  is  made. 

The  credit  system  rests  ultimately  on  a  belief  in  the  ability 
of  the  borrower  or  purchaser  to  iiiakc  the  future  payment  to  which 
he  has  pledged  hiin-elf,  but  its  existence  is  conditioned  on  the 
presence  of  indi\  i(hial>  or  of  a  class  in  society  who  are  willing  to 
advance  present  goods,  whether  money,  merchandise,  or  services, 
in  return  for  a  promise  to  pay  in  the  future.  It  therefore  defends 
on  the  existence  of  a  surplus,  over  and  above  present  needs,  which 
can  l3e  placed  at  the  disposal  of  others,  and  the  extent  of  the  credit 

,^*^sy.s.tem  is  deteruiined  1)\-  tlie  volume  oF  -a\iiigs. 

'' '  In  our  example  credit  has  been  entirely  of  the  type  we  shall  call 
-  rnmmprcinl  credil:  that  is,  it  has  been  extended  by  the  manufac- 
turer, the  wholesaler  or  the  retail  merchant,  and  this  held  true  in 
the  main  of  the  industry  and  commerce  of  former  times.  The 
financial  houses  devoted  exclusively  or  primarily  to  financing 
business  men  are  of  fairly  recent  origin.  For  although  it  is  true 
that  banks  have  existed  for  many  centuries  —  tlieJBjflk  of  Venire 
was  founded  in  the  twelfth  nentiirv  —  and  that  we  find  money 
lenders  and  financial  houses  of  importance  in  the  medieval  period, 
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they  were  the  exceptions  to  the  general  rule,  and  the  producers 
were  forced  to  rely  on  their  own  or  their  families'  resources  or  on 
each  other.  It  was  not  until  the  eighteenth  and  nineteenth  centu- 
ries that  banks  and  other  institutions  so  increased  in  number  and 
resources  as  to  become  a  vital  part  of  the  economic  fabric  and 
hank  credit  (a  promise  by  a  bank  to  pay)  surpassed  in  importance 
what  we  have  here  called  commercial  credit  (a  promise  by  a 
manufacturer,  wholesaler,  or  retailer  to  pay). 

Introducing  the  commercial  bank.  During  the  history  of  bank- 
ing there  haAe  developed  se^'eral  different  kinds  of  banks,  and  at 
the  present  day  we  need  to  distinguish  at  least  three  types  ;  namely, 
commercial  banks,  trust  companies,  and  savings  banks.  Land — 
banks  might  be  added  as  a  fourth  class.  It  is  however  the  com- 
mercial banks  which  play  the  predominant  role  in  the  modern 
economic  organization,  and  it  is  to  this  class  of  banks  that  our 
attention  will  be  chiefly  directed.  A  few  words  at  the  close  will 
suffice  for  the  other  t;ypes. 

The  reader  may  be  presumed  now  to  know  that  a  commercial 
bank's  business  consists  primarily  in  making  loans  to  and  receiving 
deposits  from  its  customers.  Let  us  plunge  at  once  into  the  middle 
of  our  subject  by  assuming  a  moderate-sized  city  bank  and  fol- 
lowing through  in  detail  from  beginning  to  end  some  of  its  typical 
operations. 

Example  of  borrowing.  Let  us  assume  that  M,  a  dry  goods 
merchant  in  the  town,  is  engaged  in  buying  his  stock  of  goods  for 
the  early  spring  trade.  As  is  usual,  he  does  not  have  enough 
capital  of  his  own  for  the  purchase  of  his  entire  stock  but  depends 
regularly  upon  the  financial  assistance  of  his  bank.  He  therefore 
goes  to  the  bank  and  asks  to  borrow,  let  us  say,  $50,000.  The 
officers  of  the  bank,  after  satisfying  themselves  as  to  his  character 
and  the  state  of  his  business,  agree  to  accept  his  promissory  note 
for  $50,000  payable,  let  us  say,  sixty  days  from  date. 

Interest  and  discount.  The  compensation  which  the  bank  gets 
for  supplying  M  with  funds  is  called  interest  or  discount,  and  the 
process  is  called  loaning  or  discounting,  depending  upon  the  way 
the  note  is  drawn.     If  the  note  is  drawn  with  interest,  that  is,  if  M 
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promises  to  repay  at  maturity  the  S50,000  plus  interest  at  6  per  cent 
(the  rate  asked  by  the  bank)  for  60  days,  he  is  said  to  be  getting  a 
loan  of  $50,000  and  to  be  paying  interest  on  $50,000.  In  this  case, 
at  the  time  of  borrowing  he  receives  $50,000,  and  at  maturity  pays 
$50,500.  The  bank  properly  regards  the  promissory  note  as 
worth  $50,000  and  so  enters  it  among  its  assets. 

If,  however,  M  writes  his  note  for  $50,000  ivithout  interest,  the 
note  is  not  worth  $50,000  this  day  to  the  bank,  and  it  must  deter- 
mine what  value  to  allow  ]\I  for  it.  The  bank  knows  that  60 
days  from  date  it  will  bring  $50,000 ;  according  to  the  principles  of 
valuation  with  which  the  reader  is  now  familiar,^  it  might  be 
supposed  that  the  bank  would  determine  what  sum  put  at  interest 
for  60  days  at  6  per  cent  would  amount  to  $50,000 ;  namely  $50,000 
-r-  1.01, —  which  is  $49,504.95.  The  $495.05  represents  the.  tnj/> 
discount  or  the  amount  by  which  the  face  value  exceeds  the  present 
value  of  the  note. 

Banks  are  accustomed  however,  on  account  of  the  extra  profit 
and  the  easier  computation  simply  to  deduct  GO  days'  interest  at 
6  per  cent  on  the  $50,000  face  value,  leaving  $49,500.  In  banking 
parlance  the  $500  is  called  bank  discount  or  simply  discount,  and  the 
$49,500  is  called  the  proceeds.  M  in  this  case  really  procures  only 
$49,500  from  the  bank  but  pays  interest  on  $50,000 ;  and  if  he 
needed  exactly  $50,000  it  would  have  been  necessary  for  him  to 
have  drawn  his  note  for  $50,505.05.  Furthermore  when  the  bank, 
upon  receiving  the  note,  enters  it  among  its  assets  at  $50,000,  as 
is  the  custom  of  banks,  it  overvalues  the  note  by  $500  according 
to  its  own  computation ;  the  discount  will  be  earned  only  as  the 
note  appreciates  in  value  to  $50,000  at  maturity.  ^-^    . 

The  term  discount- i&  itsetiboth  to  refer  to  the  interest  deduction    j    \>^ ' 
and  to  describe  the  whole  process  of  evaluating  and  disposing  of  the    V     Q 
note.     In  the  financing  of  commerce  the  bank  discount  method  is      ) 
most  common  at  the  banks,  but  there  are  many  tj^es  of  financing  y 
in  which  the  loan  method  prevails.^  ^-^ 

>  See  Chapter  XVII. 

*  As  is  the  case  with  most  economic  categories,  the  terms,  loan  and  discount, 
interest  and  discount,  are  loosely  and  interchangeably  used  by  the  public. 
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Proceeds.  The  next  question  is  as  to  the  form  in  which  M  shall 
receive  the  funds  borrowed.  There  are  ordinarily  three  forms, 
(1)  money  (other  than  the  bank's  own  notes),  (2)  the  notes  of  the 
bank,  (3)  deposits*  The  first  is  simple  enough  and  needs  no 
explanation.  In  the  second  case  the  bank  gives  M,  in  exchange  for 
his  promissory  note,  its  own  promissory  notes.  It  is  a  swapping  of 
notes.  But  the  notes  of  the  bank  are  money ;  they  are  generally 
acceptable  throughout  the  community,  and  M  has  received  what  he 
wanted,  the  means  for  making  immediate  payment  for  his  goods. 
Indeed  the  ordinary  business  man  does  not  distinguish  between 
different  kinds  of  money ;  to  him  there  is  practically  no  distinction 
between  the  first  two  cases.  To  the  bank,  as  will  appear  later, 
there  is  a  very  real  distinction.  Both  of  these  however  are  the 
exceptional  cases,  at  least  in  the  United  States.  In  the  great 
majority  of  instances  the  borrower  receives  the  proceeds  of  his 
note,  not  in  money  ("  cash  "),  but  in  the  form  of  a  deposit  credit, 
and  this  brings  us  to  the  interesting  and  important  subject  of 
deposits. 

Everyone  has  a  clear  enough  idea  of  the  process  by  which  money 
may  be  taken  to  a  bank  and  left  —  "  deposited  "  —  for  safe  keep- 
ing. The  bank  credits  the  customer's  account  on  its  books,  and 
the  latter  obtains  the  right  to  withdraw  the  specified  amount  of 
money,  or  any  part  of  it,  at  will.  Now  when  a  note  is  discounted 
the  amount  of  the  proceeds  is  (in  the  ordinary  case)  credited  to 
the  account  of  the  borrower  as  a  deposit,  precisely  as  though  he 
had  brought  money.  If  it  is  any  aid  to  visualizing  the  process,  it 
may  be  imagined  that  the  customer  received  the  proceeds  in  money 
and  immediately  stepped  over  to  the  receiving  teller's  window  and 
deposited  the  money.  Actually  however  no  money  has  figured ; 
this  is  indeed  not  a  money  transaction.  It  is  once  more  a  swap- 
ping of  credit.  The  bank  receives  the  customer's  promissory  note 
and  gives  him  in  exchange  the  right  to  receive  money  from  it  on 
demand,  which  is  precisely  what  he  would  have  if  he  had  taken 
instead  the  bank's  notes. 

Principal  types  of  trade  paper.  We  must  now  retrace  our  steps 
in  order  to  consider  the  several  forms  of  paper  which  may  be  used 
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in  the  ordinary  commercial  borrowing  at  a  bank.  There  is  first 
the  simple  promissory  note  of  the  borrower.  Such  a  note  may 
hejmienired,  or  it  may  be  secured  by  "  collateral  security."  In  the 
latter  case  the  borrower  delivers  to  the  bank  along  with  the  note 
certain  property  of  his,  worth  at  least  as  much  as  the  amount  of  the 
note,  with  an  agreement  that  in  case  the  note  is  not  paid  when 
due  the  bank  may  sell  the  security  and  so  reimburse  itself  for  the 
note.  Stocks  and  bonds  of  corporations  and  government  bonds 
are  the  property  most  used  as  collateral  security,  though  w^arehouse 
receipts  for  certain  commodities,  bills  of  lading,  cotton  gin  tickets, 
etc.,  may  be  used.  The  secured  note  is  one  of  the  common  forms 
of  paper  discounted  by  banks. 

In  the  example  which  we  have  used,  M  discounted  at  the  bank  a 
note,  either  secured  or  unsecured,  and  obtained  the  $49,500  which 
he  used  to  pay  the  wholesaler.     The  purchase  of  his  stock  in  trade 
might  however  have  been  somewhat  differently  financed.     It  is 
common  practice  for  the  wholesalers  to  sell  to  their  customers  on 
credit ;   that  is,  to  accept  their  promissory  notes  in  place  of  cash. 
Suppose  that  M  has  such  an  arrangement  with  a  wholesaler,  N, 
in  the  same  city.     He  will  give  N  in  exchange  for  the  goods  Jiis 
promissory  note  for  $00,000  payable  in  50  days.'    The  wholesaler, 
N,  being  himself  actively  engaged  in  business  with  all  his  capital, 
will  not  be  willing  to  hold  M's  note  till  maturity ;    he  needs  the 
cash  before  that.     X  therefore  avails  himself  of  the  services  of  the 
bank.     X  first  endorses  M's  note ;    that  is,  signs  his  ow: 
thereby  making  himself  liable  for  its  payment  in  case  M  should 
not  pay,     He  then  takes  the  note  to  the  bank,  which  discount 
it  precisely  as  in  the  case  when  M  borrowed  on  his  own  note.   1 
The  interest,  or  discount,  is  calculated  and  deducted  from  the  face 
of  the  note,  and  the  proceeds  are  given  to  X,  either  in  money  or,    1 
more  likely,  as  a  credit  on  his  deposit  account.     The  note  becomes 
the  property  of  the  bank,  and  when  it  is  due  M  will  pay,  not  N,  to       / 
whom  he  gave  the  note  originally,  but  the  bank.     A  note^thiis  V 
endoTia^d  is  called  "two-name  paper  "  as  compared  with  the  simple 
promissory  note  of  the  malver.  calledj%ne-name  paper." 

The  paper  offered  to  the  bank  may  take  still  a  third  form; 
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namely,  the  draft  gv  cwce^tajvce.  The  retailer,  instead  of  giving 
the  wholesaler  his  promissory  note  in  return  for  goods  received, 
may  give  him  the  authority  to  draw  upon  him.  This,  in  the 
ease  we  are  using  for  illustration,  would  mean  that  when  N  sent  the 
goods  to  M  he  would  write  out  an  order  upon  M  directing  him  to 
pay  the  $50,000  in  sixty  days  to  X's  bank.  This  draft  would  then 
be  taken  to  M,  who  would  accept  it;  that  is,  write  the  word 
"  accepted  "  and  his  signature  across  its  face,  which  is  his  acknowl- 
edgment of  his  obligation  to  pay  at  the  maturity  of  the  draft.  A 
draft  when  thus  accepted  is  called  an  acceptance.  It  is  two-name 
paper,  since'thFHrawer,  X,  is  liable  as  well  as  M,  upon  whom  it  is 
drawn.  N  then  takes  the  acceptance  to  the  bank  and  discounts 
it  precisely  as  has  been  explained  in  the  case  of  M's  promissory 
note  discounted  by  X.  At  the  maturity  of  the  draft,  M  will  pay 
the  bank.  These  various  forms  of  businjessmen^s  notes  and  drafts 
are  all  called  trade  paper. 

A  bank's  balance  sheet.  These  matters  may  be  made  clearer 
and  the  foundation  laid  for  our  further  investigation,  if  we  now 
give  some  attention  to  the  balance  sheet  of  the  bank.  A  com- 
mercial bank  is  ordinarily  a  corporation,  and  to  it  may  be  applied 
what  has  already  been  learned  about  the  organization  and  accounts 
of  corporations.  Avoiding  details  not  here  essential,  we  may  say 
that  a  bank  is  organized  about  as  any  other  business  corporation.^ 
The  first  balance  sheet  might  read  somewhat  as  follows : 

Statement  of  the  City  B.^j^k,  November  1,  1929 
Assets  Liabilities 

Cash  $400,000  Capital  stock  $400,000 

The  bank  proceeds  at  once  to  buy  land  and  a  banking  building, 
furniture  and  supplies,  etc.,  for  $60,000,  and  thereafter  its  balance 
sheet  reads  as  follows  : 

Statement  of  the  City  Bank,  November  10,  1929 
Assets  LdaMlities 

Real  estate  $  45,000  Capital  stock  $400,000 

Furniture,  etc.  15,000 

Cash  340,000 

$400,000  $400,000 


See  Chapter  VI. 
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Discounting  a  note  for  cash.  The  bank  is  thus  ready  for  its  first 
customer,  whom  we  beg  now  to  introduce  in  the  person  of  M,  whose 
desire  for  a  $50,000  loan  has  aheady  furnished  us  some  food  for 
thought.  As  has  been  already  assumed,  M  offers  his  promissory 
note,  for  $50,000  payable  in  sixty  days,  the  bank's  rate  of  discount 
is  sLx  per  cent,  the  discount  is  S500,  and  the  proceeds,  S49,500. 
M  elects  to  receive  "  cash  "  other  than  the  bank's  own  notes.  The 
effect  of  this  transaction  upon  the  bank's  condition  is  shown  in  the 
following  statement : 

Statement  of  the  City  B.\nk,  No\'ember  12,  1929 

Assets  Liabilities 

Loans  and  discounts  $  50,000            Capital  stock                        $400,000 

Real  estate  45,000            Undivided  profits                         500 

Furniture,  etc.  15,000 

Cash  290,500 


$400,500  $400,500 

It  will  be  noted  that  the  $50,000  promissory  note  acquired  by 
the  bank  is  listed  among  its  assets  opposite  the  heading  "  loans  and 
discounts,"  that  the  cash  has  been  reduced  by  the  payment  of 
$49,500  to  M,  and  that  the  difference  between  these  amounts,  the 
discount,  appears  as  undivided  profits.  As  has  been  noted,  these 
are  fictitious  profits  and  represent  simply  an  overvaluation  of  the 
note ;  at  maturity  they  will  be  true  profits.  Obviously  the  effect 
on  the  bank's  statement  will  be  the  same  whether  ]\I  borrows  by 
means  of  an  unsecured  note  or  a  note  secured  by  collateral.  Even 
in  case  M  finances  his  business  by  giving  his  promissory  note  to  the 
wholesaler  or  permitting  the  wholesaler  to  draw  upon  him,  the  final 
result  is  the  same,  the  only  difference  being  that  in  these  cases 
(that  is,  the  endorsed  note  or  the  acceptance)  M's  obligation  is 
discounted  at  the  bank  by  X,  the  wholesaler,  instead  of  by  M  him- 
self. In  any  case  the  bank  comes  into  possession  of  M's  obli- 
gation, which  ]\r  must  pay  to  the  bank  at  maturity. 

A  note  discounted  for  bank  notes.  The  statement  will  however 
differ  according  to  the  form  in  which  the  proceeds  are  given  to  the 
customer.  The  statement  above  illustrates  the  case  where  the 
proceeds  are  taken  in  the  form  of  mone.y  other  than  the  bank's  own 
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notes.     If  the  bank  had  given  its  notes  the  statement  would  have 
read  thus : 

Statement  of  the  City  Bank,  November  12,  1929 
Assets  Liabilities 


Loans  and  discounts 
Real  estate 
Furniture,  etc. 
Cash 


$  50,000 

45,000 

15,000 

340,000 

$450,000 


Capital  stock 
Undivided  profits 
Notes 


$400,000 

500 

49,500 

$450,000 


A  note  discounted  for  deposits.  If  finally  the  proceeds  had  been 
credited  to  the  deposit  account  of  the  borrower,  the  statement 
would  have  been  as  follows  : 

Statement  of  the  City  Bank,  November  12,  1929 


Assets 

Loans  and  discounts 
Real  estate 
Furniture,  etc. 
Cash 


Liabilities 


$  50,000 

45,000 

15,000 

340,000 

$450,000 


Capital  stock 
Undivided  profits 
Deposits 


$400,000 

500 

49,500 

$450,000 


A  normal  bank  statement.  For  the  sake  of  our  further  illustra- 
tive bank  statements,  let  us  assume  that  during  the  next  two  months 
the  bank  has  done  a  flourishing  business,  making  loans,  discounting 
paper,  and  correspondingly  increasing  its  deposits  and  notes  and 
profits,  that  a  part  of  the  latter  has  been  transferred  to  surplus,  and 
that  the  bank  has  made  some  investments  in  stocks  and  bonds. 
The  statement,  corresponding  more  closely  to  a  normal  banking 
business,  may  be  assumed  to  be  as  follows : 


Statement  of  the  City  Bank,  January  9,  1930 
Assets  Liabilities 


Loans  and  discounts 
Stocks  and  bonds 
Real  estate 
Furniture,  etc. 
Reserve 


$1,250,000 

450,000 

45,000 

15,000 

182,460 

$1,942,460 


Capital  stock 
Surplus 

Undivided  profits 
Notes 
Deposits 


$    400,000 

75,000 

12,327 

50,000 

1,405,133 

$1,942,460 
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The  reader  will  note  the  appearance  in  this  statement  of  a  new 
term,  the  reserve.  This  term  is  ordinarily  used  by  bankers  to 
indicate  that  asset  item  which  is  available  for  paj-ment  of  the 
bank's  liabilities,  especially  its  notes  and  deposits.  The  term  is 
usually  synonymous  with  cash  or  items  equivalent  to  cash. 

Bank  deposits.  Attention  has  thus  far  been  directed  principally 
to  the  function  of  discount.  We  must  now  inquire  somewhat 
further  into  the  subject  of  deposit.  A  bank  (kimit  w  a  right  to 
recmSJiion£y4xmiLiLhan.K  evidenced  by  an  entry  on  tfw  bcuih- s ^^^I's 
and  byihe_ni3iiimcr-'^  i^.^.^hmk,  duplicnfe  deposit  -s-///;.  or  othrr  dcrlce. 
Deposits  are  classified  as  demand  or  time,  the  bank  being  obligated 
to  pay  the  former  on  demand  of  the  depositor  but  obligated  to  pay 
the  latter  only  after  say  30  days'  notice.  Deposits  may  result 
from  the  discount  of  trade  paper  as  illustrated  above,  or  from 
deposit  of  money,  or  from  deposit  of  checks  drawn  by  another 
depositor,  either  of  this  or  another  bank,  or  in  certain  other  ways 
that  need  not  concern  us  here. 

To  illustrate  the  deposit  of  money,  let  us  now  suppose  that  a 
customer  brings  in  SI 0,000  of  money  for  deposit.  The  bank's 
statement  immediately  thereafter  will  read  thus : 

Statement  of  the  City  Bank,  January  9,  1930 

Ldahilities 


Assets 


Loans  and  discounts 

$1,250,000 

Stocks  and  bonds 

450,000 

Real  estate 

45,000 

Furniture,  etc. 

15,000 

Reserve 

192,460 

$1,952,460 

Capital  stock 
Surplus 

Undivided  profits 
Notes 
Deposits 


$    400,000 

75,000 

12,327 

50,000 

1.415,133 

$1,952,460 


It  will  be  noted  that  nothing  on  the  bank's  statement  distin- 
guishes between  deposits  obtained  by  paying  money  to  the  bank 
and  deposits  obtained  by  the  process  of  discount.  There  is  no 
difference.  What  the  depositor  has  is  exactly  the  same  in  either 
case,  not  money,  but  the  right  to  receive  money.  Deposits  are  not, 
as  is  sometimes  popularly  supposed,  "  money  in  the  bank."  Banks 
never  have  on  hand  a  stock  of  money  equal  to  their  deposits.     That 
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could  hardly  be  expected,  since,  as  we  have  seen,  deposits  may 
originate  without  any  money  being  given  to  the  bank.  Even 
when  money  is  deposited,  the  money  ceases  from  that  moment  to 
be  the  property  of  the  depositor ;  it  belongs  to  the  bank  and  may 
be  spent  by  the  bank  as  it  sees  fit.  The  depositor  has  simply  the 
right  to  receive  a  certain  amount  of  money  whenever  he  chooses  to 
demand  it  of  the  bank. 

Discount  and  deposit.  In  fact  both  discount  and  deposit,  con- 
trary to  the  meanings  popularly  attached  to  the  terms  "  loan  "  and 
"  deposit,"  are  actually  exchanges  or  sales,  transfers  of  certain 
rights  for  other  rights  or  for  money.  When  M  borrowed  on  his 
promissory  note,  he  sold  the  note  to  the  bank,  among  whose  assets 
it  appeared  thereafter.  In  exchange  he  received  a  deposit,  another 
kind  of  property  right,  which  became  his  asset.  When  X,  having 
accepted  M's  promissory  note  in  payment  for  goods,  discounted  the 
note,  he  sold  it  to  the  bank  in  exchange  for  a  deposit,  or  perhaps  for 
bank  notes  or  some  other  form  of  money.  Money  deposited  at  the 
bank  is,  so  to  speak,  "  spent  "  —  paid  for  a  deposit. 

The  double  function  of  discount  and  deposit  is  ordinarily  a 

/ avuajij^nj  ^f  f;fpf|it  —  ^^**  pprgnn'^  promissory   iiote  or  draft  or 

I    acceptance  for  the  bank's  credit  in  the  form  of  notes  or  deposits. 

/    If  it  be  asked  wherein  lies  the  advantage  of  merely  exchanging  one 

A   form  of  credit  for  another,  the  answer  is  that  what  the  bank's 

customer  wants  is  a  medium  for  making  payments.     His  own 

I  promissory  note  will  not  be  generally  accepted ;  the  bank's  note 
will.  He  has  exchanged  a  form  of  credit  generally  unknown  and 
unacceptable  for  the  well-known  and  acceptable  credit  of  the  bank. 
The  same  is  true  of  deposits,  since  practically  all  the  customer's 
payments  may  readily  be  made  by  check.     Herein  is  the  funda- 

V mental  characteristic  of  bank  credit  and  of  the  service  rendered  by 
the  commercial  bank. 

The  check.  The  right  to  receive  money  which  a  bank  deposit 
gives  the  depositor  is  exercised  b\'  means  of  the  check.  If  M 
desires  to  withdraw  fifty  dollars  from  the  bank  in  order  to  make  a 
certain  payment  or  for  pocket  money,  he  makes  out  an  order  upon 
the  bank,  i.e.,  a  check,  in  the  following  form : 
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No.  731 

New  Haven,  Conn.,  Jan.  9,  1930 

THE  CITY   BANK 

Pay  to  the  order  of . . . 

Myself 

Fifty.. 

Dollars.                $50.00 

J.  C.  MILLER 

He  presents  this  order  to  the  hank,  which  thereupon  gives  him 
fifty  dollars  in  money  and  deducts  fifty  dollars  from  the  amount  due 
him  on  its  books. 

If  Mr.  Miller  (whom  we  have  previously  called  M)  wished  to  pay 
a  doctor's  bill  of  fifty  dollars,  he  might  obtain  from  the  bank  fifty 
dollars  by  means  of  a  check  like  the  above  and  then  take  the  money 
to  the  physician.  But  a  simpler  method  would  be  to  order  the 
bank  to  make  the  payment  direct  to  the  physician.  For  this 
purpose  a  check  would  be  used  in  this  form : 


No.  732 
New  Haven,  Conn.,  Jan.  9,  1930 

THE   CITY   BANK 

Pay  to  the  order  of Robert  Brown 

Fifty Dollars.  $50.00 

J.  C.  MILLER 


From  these  examples  the  nature  of  the  check  is  apparent.    ^ 

to  SQvie  person.  The  person  to  whom  payment  is  to  be  made 
may  be  the  depositor  himself  or  the  bank  or  any  specified  third 
party  or  the  bearer.  Checks  are  usually  made  out  on  printed 
forms  like  those  in  the  illustration  above,  furnished  by  the  bank, 
but  such  a  printed  form  is  not  necessary. 


442  ELEMENTARY   ECONOMICS 

Payment  by  check.  Let  us  now  follow  the  later  history  of  the 
above  check.  The  check  is  handed  or  sent  by  mail  to  Dr.  Brown, 
who  takes  it  to  the  bank  and  demands  the  money.  Certain  essen- 
tial facts  must  be  established  before  the  paying  teller  of  the  bank 
will  hand  over  the  money.  First  he  must  be  satisfied  as  to  the 
genuineness  of  the  check,  which  is  usually  sufficiently  attested  by 
the  signature  of  the  maker,  with  which  the  teller  is  familiar.  Next 
he  must  be  certain  tha±_Mr.JMiller  actually  has  as  much  as  fifty 
dollars  to  his  credit  on  the  bank's  books.  The  teller  must  also  be 
certain  that  it  is  Dr.  Brown  himself  who  is  asking  for  payment ;  if 
he  is  not  personally  known  he  will  have  to  be  identified.  Before 
payment  is  made  the  check  must  be  endorsed  ;  that  is,  the  payee, 
Robert  Brown  in  this  case,  must  sign  his  name  on  the  back  of  the 
check.  Endorsement  is  the  payee's  acknowledgment  that  he  has 
received  the  money ;  it  makes  the  check  a  valid  receipt  for  the  bank 
and  for  the  maker.  Having  made  the  payment,  the  bank  debits 
the  amount  to  Mr.  Miller's  account,  and  eventually,  when  the 
account  is  balanced,  the  cancelled  check  will  be  returned  to  him  to 
be  kept  as  a  receipt  for  the  payment.  The  effect  of  this  operation 
will  be  to  alter  two  items  on  the  bank's  balance  sheet,  making  it 
read  as  compared  with  the  last  statement  (on  page  439)  as  follows : 

Statement  of  the  City  B.vnk,  January  10,  1930 


Assets 

Liabilities 

Loans  and  discounts 

$1,250,000 

Capital  stock 

$    400,000 

Stocks  and  bonds 

450,000 

Surplus 

75,000 

Real  estate 

45,000 

Undivided  profits 

12,327 

Furniture,  etc. 

15,000 

Notes 

50,000 

Reserve 

192,410 

Deposits 

1,415,083 

$1,952,410 

$1,952,410 

Instead  of  demanding  the  money,  the  payee  may  "  deposit  " 
the  check.  He  endorses  the  check  and  takes  it  or  sends  it  by  mail 
or  messenger  to  the  bank,  with  the  request  that  the  amount  stated 
be  credited  to  his  deposit  account.  The  bank  must  be  certain  as  to 
all  the  facts  except  identification,  just  as  when  money  is  demanded, 
and  must  be  satisfied  as  to  the  genuineness  of  the  endorsement.  It 
will  then  credit  the  account  of  the  payee  (e.g.,  Robert  Brown)  and 
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debit  the  account  of  the  maker  {e.g.,  J.  C.  Miller).  The  result  of 
this  transaction  is  exactly  as  though  the  payee  had  collected  the 
money  from  the  bank  and  then  immediately  deposited  it.  The 
balance  sheet  of  the  bank  is  not  changed  at  all ;  no  cash  has  been 
taken  out,  and  the  total  amount  due  depositors  is  not  affected  by  a 
transfer  from  one  depositor's  account  to  another's. 

The_  check  thus  furnishes  a  means  of  making  payments  so 
convenient,  safe,  and  generally  advantageous  that,  in  the  Anglo- 
Saxon  countries  at  least,  it  is  availed  of  almost  universally,  not 
only  by  business  men  but  by  others.__JSearlyjyervone^^^^^  the 
class  of  the  very  poor  and  ignorant  keeps  an  account  at  the  bank 
Money  when  received  is  regularly  deposited  at  the  bank,  and  the 
same  is  true  of  the  far  greater  volume  of  receipts  which  come  in  the 
form  of  checks.  Conversely  fully  four  fifths  of  all  payments  are 
made  by  means  of  checks  rather  than  with  money.  The  bank  thus 
becomes  an  agent  for  making  payments  between  the  people  by  the 
transfer  of  deposits  from  one  to  another. 

Collection  between  banks.  The  matter  has  thus  far  been 
considered  upon  the  assumption  of  one  bank  with  which  all  persons 
concerned  had  their  dealings.  As  a  matter  of  fact  in  every  place 
of  any  size  there  will  generally  be  found  two  or  more  banks.  More- 
over the  useful  device  of  payment  by  check  has  not  been  permitted 
to  remain  a  merely  local  convenience  but  has  absorbed  the  great 
mass  of  payments  between  persons  in  different  cities,  states,  and 
even  nations.  This  introduces  certain  complications,  which  must 
now  be  investigated. 

When  one  receives  a  check,  the  obvious  thing  is  to  take  it  to  one's 
own  bank  and  either  deposit  it  or  ask  for  the  money.  This  is  done 
regardless  of  whether  the  check  happens  to  be  drawn  on  this  same 
bank  or  upon  another.  In  the  first  case  the  matter  is  simply 
arranged,  as  has  been  explained.  Even  in  the  second  case,  the 
bank,  though  under  no  obligation  to  cash  or  credit  the  check,  will 
ordinarily  do  so  as  an  accommodation  to  its  customer.  Having 
given  its  customer  the  cash  or  credited  his  account,  the  bank 
thereupon  becomes  possessed  of  the  check  with  its  claim  upon  the 
other  bank.     If  the  other  bank  is  in  the  same  place  the  check  will 
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ordinarily  be  presented  and  paid  within  twenty-four  hours.  A 
longer  time  may  be  required  when  the  debtor  bank  is  in  another 
city.  The  other  bank  of  course  then  debits  the  account  of  its 
depositor  who  drew  the  check. 

The  first  bank,  in  performing  this  service,  accepts  at  its  face  value 
a  check  drawn  by  a  stranger,  the  genuineness  of  whose  signature  it 
has  no  means  of  testing  and  the  state  of  whose  account  in  the  other 
bank  is  wholly  unknown  to  it.  For  protection  it  relies  simply  upon 
the  endorsement  of  the  check  by  the  customer  who  presented  it. 
His  endorsement  is  his  guarantee  that  the  check  is  good  and  binds 
him  to  reimburse  his  bank  if  the  check  should  prove  not  good. 
Checks  sometimes  pass  through  several  hands  before  finally  reach- 
ing the  bank  upon  which  they  are  drawn.  Each  person  (individual 
or  bank)  who  thus  passes  on  the  check  is  ordinarily  required  to 
endorse  it,  and  each  endorser  makes  himself  responsible  for  the 
SQUfl^ness  of  the  check. 

Thus  the  check  system  for  payment  of  money  or  transfer  of 
deposits  operates  when  there,  are  two  or  more  banks  in  the  town. 
Daily  each  bank  sends  a  messenger  to  each  of  the  others  and  col- 
lects for  all  checks  of  each  other  bank  which  it  has  paid.  But  in  a 
large  city  with  many  banks  this  business  of  collecting  by  messenger 
becomes  troublesome  and  expensive.  In  a  city  with  fifteen  banks 
there  might  have  to  be  15  X  14,  or  210,  separate  calls  each  day. 
Sooner  or  later  the  point  is  reached  where  it  is  worth  while  to  avoid 
this  great  labor  and  expense  by  organizing  a  clearing  house. 

Clearing  house.  The  clearing  house  is  an  association  of  the 
banks  of  a  city  through  which  all  the  accounts  between  the  banks 
for  paying  each  other's  checks  and  drafts  are  settled.  While  the 
fundamental  nature  of  the  clearing  house  and  its  business  is  every- 
where the  same,  there  are  numerous  variations  of  detail.  The 
following  account  is  based  primarily  upon  the  methods  employed 
in  the  New  York  Clearing  House.  The  business  of  clearing  takes 
place  daily  at  a  certain  hour.  Before  that  time  there  occurs  in  each 
bank  the  same  preparatory  operation.  The  clerks  gather  together 
all  checks  of  the  other  banks  which  were  paid  the  previous  day  and 
arrange  them  in  bundles,  one  for  each  bank.     A  list  is  made  show- 
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ing  the  amount  thus  due  from  each  of  the  other  banks  with  the  total 
due  from  all  the  banks.  Sometimes  there  is  also  made  out  a  ticket 
for  each  of  the  other  banks  showing  the  amount  due  from  that 
particular  bank.  Then  two  clerks,  gathering  together  all  the 
bundles,  the  tickets,  and  the  list,  proceed  to  the  headquarters  of  the 
clearing  house.  Here  there  is  a  room  containing  a  raised  desk  at 
one  end  for  the  governor  and  his  assistants  and  on  the  floor  a  row 
or  rows  of  desks,  one  for  each  member  bank.  Of  the  two  clerks  one 
takes  his  place  behind  his  own  bank's  desk  while  the  other,  carrying 
the  bundles  of  checks  and  the  tickets,  stands  in  front  of  the  desk. 
The  list  showing  the  amount  due  this  bank  from  all  others  has  been 
sent  up  to  the  governor's  desk.  In  like  manner,  each  of  the  other 
banks  is  represented  by  two  clerks,  one  behind  and  one  in  front  of 
its  own  desk. 

At  the  exact  moment  for  beginning  the  operation  of  clearing 
a  signal  is  sounded  on  the  governor's  desk.  The  clerks  in  front 
then  walk  along  the  row  of  desks  depositing  at  each  the  bundle  of 
checks  and  the  ticket  against  that  particular  bank.  In  a  minute 
or  two  the  checks  and  tickets  have  thus  all  been  distributed,  and  it 
takes  only  a  few  minutes  more  for  each  desk  clerk  to  add  up  the 
tickets  or  the  sums  on  the  outside  of  the  envelopes  and  so  ascertain 
the  amount  his  bank  owes  to  all  of  the  other  banks.  These  results 
are  reported  to  the  governor,  whose  assistants  are  able  quickly  to 
discover  whether  any  error  has  been  made.  As  soon  as  the  figures, 
corrected  if  necessary,  are  compiled,  the  governor  announces  the 
result.  Each  bank  now  knows  exactly  how  much  it  owes  all  the 
other  banks  and  how  much  all  the  other  banks  owe  it.  These  two 
sums  are  regarded  respectively  as  a  debt  to  the  clearing  house  and  a 
credit  due  from  the  clearing  house.  The  balance  represents  an 
amount  which  the  bank  must  pay  to  the  clearing  house  or  receive 
from  the  clearing  house  as  the  case  may  be.  Thus  by  one  pay- 
ment either  to  or  from  the  clearing  house,  each  bank  settles  its 
accounts  with  all  the  other  banks.  Of  course  the  amount  payable 
by  all  the  debtor  banks  to  the  clearing  house  is  exactly  equal  to  the 
amount  payable  by  the  clearing  house  to  all  the  creditor  banks,  and 
the  clearing  house  itself  comes  out  even  each  day. 
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Clearing  for  outside  banks.  All  the  banks  of  a  city  do  not 
necessarily  belong  to  the  clearing  house.  An  outside  bank  will 
either  make  its  collections  by  messenger  and  make  its  payments  to 
messengers  sent  by  the  other  banks  in  the  primitive  way,  or  it  may 
arrange  to  clear  through  another  bank  which  belongs  to  the  clearing 
house.  In  this  case  the  agent  bank  presents  as  its  own  the  claims 
of  the  outside  bank  and  accepts  as  obligations  against  itself  claims 
of  the  other  clearing  house  banks  against  the  outside  bank. 

The  volume  of  clearings.  The  volume  of  the  business  thus 
simply  and  smoothly  effected  by  a  large  city  clearing  house  is 
enormous.  In  the  New  York  City  Clearing  House  there  were 
exchanged,  during  the  week  ending  October  12,  1929,  checks  and 
similar  obligations  to  the  amount  of  $8,359,870,016.  For  the  year 
1928,  the  New  York  City  clearings  fell  just  short  of  392  billion 
dollars.  The  New  York  City  Clearing  House  stands  head  and 
shoulders  above  any  other.  For  the  whole  of  the  United  States  the 
clearings  in  129  cities,  during  the  week  ending  October  12,  1929, 
were  just  under  twelve  and  a  half  billions,  and  for  the  whole  year 
1928,  nearly  634  billions.  Since  our  available  sources  of  such 
statistics  do  not  include  reports  from  all  the  cities  having  clearing 
houses,  the  figures  here  given  for  the  whole  country  are  materially 
less  than  the  actual  totals  of  all  clearings.  One  can  imagine  what 
a  gigantic  task  would  be  imposed  upon  the  banks  were  they  still 
compelled  to  rely  upon  the  primitive  method  of  exchanging  their 
obligations. 

The  reader  should  be  reminded  that  even  these  figures  do  not 
give  a  true  picture  of  the  total  volume  of  banking  business.  In 
fact  the  recent  movement  toward  bank  consolidation,  while  accom- 
panied by  increased  business,  has  obviously  tended  to  a  diminished 
use  of  the  resources  of  the  clearing  houses.  A  more  reliable  indica- 
tion of  banking  business  is  presented  by  the  figures  of  debit  check 
transactions,  which  for  the  year  1928  were  over  500  billion  dollars 
for  New  York  City  and  just  short  of  850  billions  for  the  whole 
country. 

Out-of-town  checks.  Checks  are  regularly  used  for  payments  in 
other  towns.     When  goods  are  purchased  by  mail  order,  payment  is 
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ordinarily  made  by  a  check  drawn  by  the  purchaser  upon  his  own 
bank  and  sent  by  mail  to  the  seller,  it  may  be  a  thousand  miles 
away.  The  maker  of  the  check  gives  himself  no  further  concern 
over  the  matter.  The  receiver  of  the  check  deposits  it  in  his  own 
bank,  receives  credit  for  it,  and  concerns  himself  no  further.  His 
bank  has  the  task  of  collecting  from  the  other  distant  bank. 
Thousands  of  payments  are  thus  made  every  day,  and  every  day 
the  mails  carry  thousands  of  checks  back  and  forth  all  over  the 
country.  There  is  thus  imposed  upon  the  banks  a  service  of  great 
importance  and  enormous  volume.  An  elaborate  system  has  been 
developed  whereby  this  business  is  handled  with  swiftness  and 
certainty  and  the  minimum  of  expense  and,  by  offsetting  checks 
against  each  other,  with  remarkably  little  actual  transfer  of  money. 

Paying  a  loan.  We  must  now  return  to  the  further  study  of  the 
business  of  discount  and  deposit.  We  have  used  for  illustration 
the  discount  of  a  note  for  $50,000  for  sixty  days  at  the  City  Bank  by 
J.  C.  Miller.  On  January  11,  1930,  the  loan  matures  and  must  be 
paid  at  the  bank.  This  is  equally  the  case  whether  Mr.  Miller 
borrowed  directly  from  the  bank  on  his  own  promissory  note  or 
gave  his  promissory  note  to  the  wholesaler,  N,  or  accepted  a  draft 
drawn  upon  him  by  N,  so  long  as  the  paper  has  been  discounted 
at  the  bank. 

Mr.  Miller  now  presents  himself  and  offers  to  pay  his  note.  He 
may  pay  in  any  of  Joiir^^HTs,  1 1 )  in  money,  other  than  the  notes 
of  this  bank,  (2)  in  notes  of  this  bank,  (oj  by  check  upon  his  deposit 
account  in  this  bank,  or  (4) -by  a  check  upon  his  account  in  some 
other  bank.  The  effect  upon  the  bank's  condition  is  readily  de- 
termined. In  any  case  the  loans  and  discounts  will  be  reduced 
by  $50,000,  representing  the  note  paid  and  returned  to  Mr.  Miller. 
If  the  note  is  paid  in  money  the  bank's  cash,  or  reserve,  will  rise  by 
$50,000,  and  the  same  result  will  follow,  within  a  few  days  at  most, 
if  payment  is  made  by  a  check  on  another  bank,  since  this  will  be 
promptly  presented  to  the  other  bank,  through  the  clearing  house 
or  by  mail  or  messenger,  and  collected.  If  the  note  is  paid  by  giv- 
ing notes  of  this  bank,  the  note  item  on  the  liability  side  of  the 
account  will  be  reduced  by  $50,000.     Finally  if  payment  is  by  a 
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check  on  Mr.  Miller's  account  in  this  bank,  the  bank's  deposits 
will  be  correspondingly  reduced.  Two  changes  of  $50,000  each 
counteract  each  other,  and  the  statement  remains  in  balance.  The 
reader  can  easily  draw  up  a  new  statement  representing  the  bank's 
condition  after  payment  of  the  note  according  to  any  one  of  the 
possible  assumptions. 

The  normal  business  of  banking.  Acquaintance  has  now  been 
made  with  the  more  important  operations  which  make  up  the 
normal  daily  business  of  the  ordinary  commercial  bank.  The 
bank's  "  portfolio  "  of  loans  and  discounts  contains  numerous 
notes  and  acceptances  of  individuals  and  corporations,  to  which 
new  notes  are  being  added  daily  and  from  which  notes  are  being 
as  constantly  withdrawn  when  they  mature  and  are  paid.  The 
bank's  deposits  are  being  constantly  added  to  as  new  loans  are 
made  or  as  customers  bring  in  for  deposit  either  money  or  checks 
upon  other  banks,  while  on  the  other  hand  withdrawals  by  check 
are  continually  tending  to  reduce  deposits,  particularly  in  con- 
nection with  the  payment  of  loans.  The  bank's  notes  outstanding 
tend  likewise  to  rise  and  fall  in  harmony  with  the  loans  and  dis- 
counts. From  time  to  time  securities  held  by  the  bank  are  sold 
or  new  ones  purchased,  with  corresponding  changes  in  the  "  stocks 
and  bonds  "  item.  In  connection  with  many  of  these  operations 
changes  are  continually  occurring  in  the  bank's  reserve,  as  cash 
is  either  received  or  paid  out.  The  business  is  normally  profitable, 
and  the  "  undivided  profits  "  item  gradually  increases,  reduced  at 
intervals  by  the  declaration  of  dividends  or  by  transfer  to  surplus. 

Interrelation  of  loans  and  discounts,  deposits  and  notes,  and  cash. 
Whenever  a  business  man  borrows  from  his  bank,  taking  the  pro- 
ceeds in  a  deposit  credit  or  in  notes,  the  immediate  effect  is  to 
increase  both  the  assets  and  the  liabilities  of  the  bank  by  the 
amount  borrowed ;  loans  and  discounts  increase  on  the  one  side, 
deposits  or  notes,  on  the  other.  Very  soon  however  the  borrower 
will  draw  checks  against  his  now  flush  account  or  transfer  his 
bank  notes  to  other  persons.  Let  us  assume  for  the  moment  that 
there  is  only  this  one  bank.  It  is  conceivable  that  these  other 
persons  to  whom  the  borrower  has  transferred  his  claim  against 
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the  bank  may  all  demand  cash.  In  that  case,  the  net  result 
is  an  increase  in  the  bank's  loans  and  discounts  and  a  correspond- 
ing decrease  in  its  cash.  But  this  result  is  quite  improbable. 
The  majority  of  the  newly  arisen  claims  against  the  bank  will  be 
presented  to  it  for  deposit,  and  the  final  result  will  be  approximately 
the  same  as  the  immediate  result ;  namely,  an  increase  in  loans  and 
discounts  balanced  by  an  increase  in  notes  or  deposits  except  to  the 
extent  that  cash  has  been  withdrawn  and  held  by  the  people  as 
additional  pocket  money.  Even  if  the  original  borrower  had  taken 
cash,  the  final  result  would  be  about  the  same,  since  most  of  the 
persons  to  whom  he  made  payments  would  doubtless  soon  deposit 
the  cash  at  the  bank. 

Relinquishing  now  our  assumption  of  only  one  bank,  it  is  obvious 
that  many  of  the  persons  to  whom  the  original  borrower  makes 
payment  will  deposit  their  claims  against  his  bank  in  other  banks, 
thus  increasing  their  deposit  liabilities.  Their  banks  will  promptly 
present  their  claims  against  the  first  bank  and  demand  cash  pay- 
ment. The  cash  of  the  first  bank  will  be  reduced  while  that  of  the 
other  banks  will  be  correspondingly  increased,  saving  again  such 
small  amount  as  may  remain  outside  as  increased  pocket  money  of 
the  people.  Taking  all  the  banks  as  a  whole,  the  net  result  of  this 
series  of  operations  is  exactly  the  same  as  when  one  bank  only  was 
concerned ;  namely  an  increase  of  loans  and  discounts,  balanced 
by  an  approximately  equal  increase  of  notes  and  deposits  and  a 
relatively  small  decrease  of  cash.  This  result  is  likely  to  be  accom- 
panied however  by  a  considerable  disturbance  of  the  relative  cash 
holdings  of  the  several  banks.  When  one  bank  of  the  group  makes 
a  loan  or  discount,  its  cash  will  quickly  be  drawn  down  by  the 
demands  of  the  other  banks  to  whom  the  borrower  has  transferred 
his  claims.  It  is  conceivable  that,  by  the  same  token,  borrowings 
from  the  other  banks  might  give  this  bank  claims  against  them 
through  which  its  cash  would  be  restored.  But  this  would  occur 
only  if  there  were  the  same  relativ^e  expansion  of  loans  among  all 
the  banks.  Actually  such  expansion  is  generally  not  uniform; 
there  are  seasonal  fluctuations,  during  which  the  banks  of  one 
section  are  drawing  heavily  on  those  of  another  section,  and  other 
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changes  may  cause  long  time  or  permanent  modifications  in  the 
relative  resources  of  different  banks.  For  any  bank  in  a  system 
the  amount  of  loans  and  discounts  it  can  make  is  limited  quite 
closely  to  the  amount  of  money  and  immediately  collectible  items 
the  bank  has  received  from  its  customers. 

In  the  normal  operations  of  bank  credit,  increased  borrowing 
results  in  the  expansion  of  both  loans  and  discounts  and  notes  and 
deposits.  Conversely,  when  borrowing  slackens  and  notes  are 
being  paid  off,  there  follows  a  decrease  in  these  major  items  of  the 
banks'  balance  sheets.  In  general  loans  and  discounts  on  the 
asset  side  and  notes  and  deposits  on  the  liability  side  tend  to  rise 
and  fall  together  with  expanding  and  contracting  business. 

Function  of  the  reserve.  The  deposits  and  notes  of  a  bank 
represent  claims  against  the  bank  held  by  outsiders  and  payable  in 
cash  on  demand.  The  bank  must  be  ready  to  pay  any  note  holder 
or  depositor  any  amount  to  which  he  is  entitled  at  any  time; 
refusal  to  pay  means  "  suspension  "  or  failure.  For  this  purpose 
the  bank  must  have  always  on  hand  a  sufficient  stock  of  cash,  ap- 
propriately called  the  reserve.  No  commercial  bank  however  ever 
holds  a  reserve  equal  to  the  sum  of  its  demand  liabilities.  In  fact 
the  reserve  will  seldom  be  as  much  as  twenty-five  per  cent  and  may 
be  very  much  less.  In  the  last  illustrative  statement  (page  442) 
the  bank's  liabilities  payable  on  demand  (notes  and  deposits) 
appear  as  $1,465,083,  for  which  there  is  a  reserve  of  $192,410,  a 
"  reserve  ratio  "  of  a  little  more  than  thirteen  per  cent.  Evidently 
a  simultaneous  demand  from  all  depositors  and  note  holders  would 
wreck  the  bank.  But  of  course  no  such  simultaneous  desire  for 
payment  is  to  be  expected,  and  the  bankers  learn  by  experience 
about  what  demands  may  be  anticipated  from  day  to  day.  They 
make  provision  for  a  corresponding  reserve  with  a  proper  margin 
for  emergencies,  and  it  is  thus  that  the  reserve  ratio  is  determined 
except  when  legal  requirements  interfere. 

•  Profits  vs.  safety.  The  banker  is  impelled  by  two  counteracting 
motives,  profits  and  safety.  The  bank  derives  its  profits  prin- 
cipally from  the  making  of  loans  and  discounts,  and  the  larger  its 
portfolio  of  loans  and  discounts  the  larger  in  general  will  its  profits 


THE  PRINCIPLES  OF  BANKING  451 

be.  But  as  loans  and  discounts  are  made  cash  is  immediately 
withdrawn  or  deposits  are  created  or  the  bank's  note  issues  are 
increased.  Thus  the  reserve  ratio  falls,  and  the  bank's  condition 
becomes  proportionately  less  safe.  To  the  banker's  desire  for  prof- 
its is  thus  opposed  the  necessity  of  keeping  a  safe  ratio  between  the 
reserve  and  the  demand  liabilities.  The  problem  is  solved  differ- 
ently according  to  the  circumstances  and  the  policy  of  the  particu- 
lar bank.  From  the  point  of  view  of  assets  if  the  bank's  clientele 
consists  mainly  of  conservative  business  men  engaged  in  sound  and 
safe  enterprises,  a  relatively  low  ratio  may  be  ample.  If  the  bank 
is  loaning  for  more  venturous  enterprises,  it  must  safeguard  itself 
by  a  larger  reserve  ratio.  From  the  point  of  view  of  liabilities, 
the  minimum  reserve  that  is  still  safe  is  affected  by  the  nujaber  and 
character  of  the  depositors  of  the  bank,  the  state  of  public  confi- 
dence, and  the  stability  of  the  industry  of  the  community.  A  bank 
having  few  depositors,  with  large  accounts  each,  may  well  keep  a^^ 
larger  reserve  than  a  bank  with  thousands  of  depositors  with  small 
balances.  When  the  depositors  are  largely  foreigners,  suspicious 
and  not  well  acquainted  with  banking,  or  when  the  State  is  threat- 
ened with  war,  the  stock  and  produce  markets  shaken,  or  the  local 
community  rocked  by  business  failures  or  other  disturbing  events, 
or  when  the  local  industries  are  subject  to  capricious  stops  and 
starts  as  in  the  oil  fields,  or  when  the  community  is  dependent 
upon  one  industry  alone,  it  is  well  for  banks  to  carry  heavy  reserves. 
Some  bankers  are  by  nature  venturesome,  "  progressive,"  or  reck- 
less; they  expand  their  business  at  the  risk  of  safety.  Others 
are  cautious  and  "  conservative  "  and  keep  their  reserve  ratios 
well  above  the  danger  line. 

How  the  reserve  ratio  is  controlled.  There  are  three  principal 
means  of  controlling  the  reserve  ratio :  (Ij^by  the  purchase  and 
sale  of  securities,  (^j)by  rediscounting  loans,  and  £8))  by  making  ii 
more  or  less  easy  or  advantageous  to  borrow;  for  instance,  by 
changing  the  rate  of  discount,  by  simple  refusal  to  loan,  or  by  moral 
suasion  inducing  applicants  not  to  apply  for  loans,  or  by  shoving 
up  or  down  the  collateral  security  requirements,  or  by  requirinj 
more  or  fewer  names  on  the  paper. 
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Buying  and  selling  securities.  As  we  have  seen,  a  bank  usually 
invests  a  part  of  its  resources  in  corporate  securities,  the  main  pur- 
pose being  to  derive  some  income  upon  funds  which  if  kept  as 
idle  cash  in  the  reserve  would  be  earning  nothing,  while  at  the  same 
time  having  something  which  may  be  converted  into  cash  whenever 
needed.  The  bank  therefore  chooses  for  investment  securities 
which  may  be  sold  at  short  notice.  In  the  statement  on  page  442 
the  bank  has  a  reserve  ratio  of  a  little  more  than  thirteen  per  cent. 
Let  us  assume  that  this  is  considered  too  small  and  that  securi- 
ties carried  on  the  books  at  $100,000  are  sold  for  that  amount,  re- 
ducing the  stocks  and  bonds  to  $350,000  and  increasing  the  reserve 

292  410 
to  $292,410.     The  reserve  ratio  is  now  ,  .'  ^^^,  or  almost  exactly 

1,465,083 

twenty  per  cent.  The  bank  has  sacriJBced  the  future  interest  or 
dividends  on  $100,000  of  securities,  but  it  has  made  its  position 
materially  safer.  Conversely  a  purchase  of  securities  would  reduce 
the  reserve  and  consequently  the  reserve  ratio.  It  is  because  of 
their  availability  thus  to  strengthen  the  reserve  that  a  bank'j 
readily  CQnv€ftible-9€€uriti€«-^aF€-oomotimca  ealled-its— -secondary 
reserve,"  though  this  figurative  use  of  the  term  must  not  lead  .one 
to  think  that  securities  can  ever  be  real  reserve. 
Rediscounting.  The  banker  who  wishes  to  strengthen  his  re- 
serve ratio  may  instead  of  selling  securities  sell  some  of  the  paper 
in  his  portfolio.  This  is  called  rediscount  and  is  precisely  the  same 
process  as  that  by  which  the  bank  originally  acquired  the  notes. 
Some  investor  is  found,  either  another  bank  or  a  broker,  willing  to 
take  certain  promissory  notes  or  drafts  at  a  price  determined  by 
discounting  them  at  a  certain  rate  for  the  time  that  must  still 
elapse  before  their  maturity.  Suppose  our  bank  selects  from  its 
portfolio  a  note  for  $75,000,  originally  acquired  two  months  ago 
and  payable  three  months  from  its  date,  having  therefore  still  one 
month  to  run.  If  another  bank  is  ready  to  rediscount  it  at  eight 
per  cent,  the  City  Bank  will  receive  for  it  $74,500 ;  that  is,  the  face 
value  less  one  month's  interest  at  eight  per  cent.  The  result  of 
this  operation,  starting  from  the  statement  on  page  442,  will  be 
reflected  in  a  new  statement,  as  follows : 
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Statement  of  the  City  Bank,  January  11,  1930 
Assets  LdaMlities 


Loans  and  discounts 

$1,175,000 

Capital  stock 

$    400,000 

Stocks  and  bonds 

450,000 

Surplus 

75,000 

Real  estate 

45,000 

Undivided  profits 

11,827 

Furniture,  etc. 

15,000 

Notes 

50,000 

Reserve 

266,910 

Deposits 

1,415,083 

$1,951,910 

$1,951,910 

It  will  be  noted  that  loans  and  discounts  have  been  decreased  by 

$75,000,  the  reserve  is  increased  by  S74,500,  while  the  discount  is 

reflected  as  a  loss,  decreasing  the  undivided  profits  by  S500.     The 

.    .  266,910, 

reserve  ratio  is  now  ^  455  Qg3  or  something  more  than  eighteen  per 

cent,  instead  of  thu-teen  per  cent  as  it  was  before,  showing  that  the 
desired  result  has  been  accomplished. 

Control  by  the  rate  of  discount.  B.y  purchase  or  sale  of^ecurities 
and  by  rediscounting,  the  banker  is  able  to  make  a  quick  changejn 
his  reserve  ratio.  Another  method  of  regulation  is  by  varying 
the  rate  of  discount!  As  hasHbeen  observedTuPthrTourse  of  a 
bank's  daily  business  new  loans  are  constantly  being  made  and 
notes  held  are  constantly  maturing  and  being  paid.  There  is  thus 
an  inflow  and  an  outflow  of  paper,  which  under  ordinary  circum- 
stances may  about  offset  each  other,  keeping  the  amount  of  loans 
and  discounts  fairly  constant  though  the  individual  notes  held  are 
always  changing.  Xow  the  payment  of  loans  on  hand  is  already 
determined  by  their  respective  maturities,  but  anything  that  could 
be  done  to  speed  up  or  slow  dow^n  the  rate  of  making  new  loans 
w^ould  have  power  sooner  or  later  to  change  the  amount  of  loans 
on  hand.  For  accomplishing  this  purpose  one  instrument  which 
the  banker  has  always  at  hand  is  the  discount  rate. 

Revert  ingjonce  moreto^the  statement  on  page  442,  let  us  suppo^e^ 
that  the  banker  decides  that  his  reserve  ratio,  thirteen  per  cent,  is  / 
too  small.  He  has  been  discounting,  let  us  say,  at  six  per  cent,  I 
and  for  some  time  the  new  discounts  have  about  offset  those  that  \ 
were  maturing.  He  therefore  raises  his  discount  rate  to  seven  per  / 
cent.    Since  he  is  now  charging  a  higher  price  for  the  service  of  / 
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discounting,  fewer  people  will  avalLlhenaselves  of  his  services  in 
accordance  with  the  law  of  demand^  and  the  making  of  new  dis- 
counts will  fall  off.  The  old  loans  and  discounts  continuing  to 
mature  as  before,  the  net  result  will  be  a  decline  in  the  bank's 
loans  and  discounts.  Furthermore  note  that  when  customers 
pay  off  their  notes  they  must  pay  either  (1)  in  cash  or  in  checks 
on  other  banks  which  will  promptly  be  converted  into  cash,  or 
(2)  in  the  notes  of  this  bank,  or  (3)  in  checks  on  their  deposit 
accounts  in  this  bank.  Since  loans  and  discounts  are  being  paid 
faster  than  new  ones  are  being  made,  the  bank  thus  finds  its  reserve 
increasing  and  its  demand  liabilities  decreasing.  The  reserve  ratio 
thus  rises.  Let  us  suppose  that  after  a  week's  time  loans  and  dis- 
counts have  fallen  off  by  $100,000,  cash  has  increased  $15,000, 
deposits  declined  $80,000,  and  notes  declined  $5,000.  The  result 
upon  the  bank  statement,  as  compared  with  the  condition  on 
January  10,  1930  (see  page  442),  is  as  follows : 

Statement  of  the  City  Bank,  January  17,  1930 
Assets  Liabilities 


Loans  and  discounts 

$1,150,000 

Capital  stock 

$    400,000 

Stocks  and  bonds 

450,000 

Surplus 

75,000 

Real  estate 

45,000 

Undivided  profits 

12,327 

Furnitiire 

15,000 

Notes 

45,000 

Reserve 

207,410 

Deposits 

1,335,083 

$1,867,410 

$1,867,410 

The   reserve   ratio   has   been   materially    increased,    being   now 

207,410        ^,  .         ,  . 

1  QQH  noQ  o^  nrteen  per  cent,  as  against  thirteen  per  cent.     A  con- 

tinuation  of  the  high  discount  rate  will  further  tend  to  strengthen 
the  bank's  position. 

Conversely  a  reduction  of  the  bank's  discount  rate  will  stimulate 
business  and  cause  new  loans  and  discounts  to  come  in  relatively 
faster  than  the  old  are  being  paid  off.  Since  the  proceeds  of  the 
loans  must  be  given  in  cash  or  in  notes  or  in  deposits,  the  tendency 
will  be  toward  a  decline  in  the  reserve  and  an  increase  in  the  demand 
liabilities,  thus  lowering  the  reserve  ratio.     The  rate  of  discount 
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is  thus,  as  it  were,  a  control  lever,  by  which  the  banker  may  regulate 
his  business,  steering  a  middle  course  between  the  desire  for  large  - 
profits  and  the  danger  of  failure  from  inability  to  meet  the  demands 
of  depositors  and  note  holders. 

Two  qualifications  should  be  noted  in  this  connection.  In  the 
first  place,  while  the  bank  has  positive  power  to  restrict  loan  ex- 
pansion, its  power  to  promote  expansion  is  passive ;  it  can  make 
the  borrowing  terms  more  inviting  to  applicant  borrowers  but  the 
decision  whether  to  borrow  or  not  rests  with  the  applicant.  Often- 
times, especially  in  the  later  stages  of  business  depression,  low  dis- 
count rates  and  other  favoring  acts  of  the  banks  do  not  avail  to 
start  revival,  and  revival  is  more  easily  started  in  some  lines  than 
in  others.  In  the  second  place,  control  of  the  reserve  ratio  is  not, 
in  real  fact,  an  important  method  in  case  of  regular  commercial  and 
industrial  borrowers  at  the  banks.  The  banks  use  other  methods 
of  discouraging  or  encouraging  applicants.  When  money  is  tight, 
commercial  and  industrial  borrowers  are  able  to  get  funds,  if  at 
all,  at  practically  the  same  rates  as  when  money  is  easy.  Inter- 
est rates,  except  in  highly  organized  markets,  are  very  lethargic, 
especially  as  regards  regular  customers  and  in  the  smaller  banks. 
The  central  bank  rate  and  the  rate  for  certain  types  of  paper  broadly 
dealt  in  do  vary,  with  the  purpose  of  control ;  but  in  ordinary  times 
and  in  the  ordinary  bank  the  rate  of  discount  is  customary  and 
stable. 

Note  issue.  The  reader  who  has  any  practical  knowledge  of 
banking  will  not  have  failed  to  observe  that  in  this  discussion  we  are 
concerned  primarily  with  the  development  of  the  fundamental 
principles  of  banking  rather  than  with  the  description  of  any  par- 
ticular banking  system.  This  distinction  appears  with  particular 
sharpness  in  connection  with  the  subject  of  note  issue.  This 
banking  function  has  been  so  much  regulated  by  legislation  in 
the  dirferent  countries,  particularly  in  the  United  States,  that  the 
reader  may  have  been  surprised  at  the  somewhat  casual  way  in 
wJTJrih  t^'p  hivve.  thus  iar  Jxeated  bank  notes  as  though  they  were 
about  the  same  thing  as  deposits.  As  a  matter  of  fact  the  essential 
identity  of  bank  notes  and  deposits  is  in  the  fundamental  nature 
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of  banking ;    it  is  only  legislation  that  has  sharply  distinguished 
them.     This  point  needs  some  further  elaboration. 

Notes  and  deposits :  fundamental  similarity.  The  bank  deposit 
has  already  been  defined  as  a  right  to  receive  money  from  a  bank, 
evidenced  by  an  entry  on  the  bank's  books  and  by  other  means. 
A  bank  note  w  abajik'sjproiLiiseMx-pay-4fwnepsii  d-emand.  ■  The  term 
"  money  "  in  both  these  definitions  is  of  course  exclusive  of  the 
bank's  own  notes.  It  will  be  noted  that  these  definitions  are  almost 
identical.  Deposits  and  notes  are  both  forms  of  bank  credit ;  both 
are  liabilities  of  the  bank ;  both  are  (except  in  the  special  case  of 
time  deposits)  payable  in  money  on  demand.  When  a  bank  makes 
a  loan,  it  is  immaterial  to  it  whether  the  credit  given  the  borrower 
is  in  the  form  of  notes  or  deposits.  To  the  borrower  it  is  merely 
a  question  whether  he  shall  receive  the  evidence  of  his  right  to 
receive  money  from  the  bank  as  an  entry  on  the  bank's  ledger  and 
in  his  own  pass  book  or  inscribed  on  little  pieces  of  paper  which  he 
will  take  away  with  him.  These  differences  are  superficial,  not 
fundamental. 
"Differences  between  notes  and  deposits.     There  are  however 


rest]  differences  between  notes  and  deposits.  The  right  to  receive 
money  from  a  bank,  if  in  the  form  of  a  deposit,  may  be  transferred 
only  by  check.  Xow  a  check  is  of  itself  no  obligation  of  the  bank. 
The  person  who  receives  it  must  be  sure  (1)  that  the  signature  upon 
the  check  is  genuine  and  (2)  that  the  maker  actually  has  at  least 
that  amount  on  deposit  and  that  it  will  still  be  on  deposit  when  he 
presents  the  check  to  the  bank  for  payment.  Otherwise  the  check 
is  not  good.  Checks  are  thus  available  for  use  only  among  people 
who  are  acquainted  with  one  another  or  at  least  have  confidence 
in  one  another.  Theirjaxailabilityjs^so  limited  to  those  who  are 
in  the  habit  of  doing  business  with  banks.  Checks  are  thus  not 
generally  convenienOor  pa^^m  entg Jbetween  strangers,  for  paying 
travelling  expenses,  or  for  making  ordinary  wage  payments. 
Where  they  are  available,  checks  are  usually  a  safer  and  more  con- 
venient means  of  payment  than  money.  But  after  all  they  are 
cTnot  money,  since  they  are  not  generally  acceptable. 

The  bank  note  on  the  other  hand  is  money.     It  is  the  definite 
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obligation  of  a  bank  and,  barrinf:  the  risk.flf_couaterfeit  or  x)Lthe\ 


failure  of  the  bank,  may  be  accepted  without  any  question  as  to 
the  honesty  of  the,  qiip,  who  tendersit.    The  bank  note  is  generally 
acceptable ;    it  may  be  used  for  all  kinds  of  payments.     Bank  / 
notes  again  are  expressed  in  round  sums,  convenient  for  payments/ 
of  all  amounts.     Although  representing  rights  to  receive  money 
from  the  bank,  bank  notes  may  pass  about  for  weeks  or  months\^ 
or  years  before  being  presented  to  the  bank  for  payment.     They/ 
may  travel  far  away  from  the  bank  of  issue.     The  check  on  thcj 
contrary  usually  appears  for  the  purpose  of  a  particular  payment,', 
it  is  expressed  in  an  odd  amount  of  dollars  and  cents,  and  its  life 
is  ordinarily  limited  to  that  one  transaction,  after  which  it  returns 
to  the  bank  and  is  cancelled.     That  is,  deposits  require  generally 
a  new  check  for  each  separate  transfer.     These  distinctions  between 
notes  and  deposits,  though  not  so  fundamental  as  their  similarities, 
are  yet  real  and  important  and  justify  the  issue  of  bank  credit  in/ 
the  two  forms. 

An  important  corollary  of  the  differences  between  notes  and  de- 
posits is  that  the  opportunity  for  abuse  and  fraud  on  the  part  of 
an  unsound  or  tlishoiust  hank  is  far  greater  m  the  case  of  notes  than 
of  deposits.  The  deposits  of  a  commercial  bank  are  extremely 
active.  Depositors  are  frequently  demanding  money,  and  deposits 
are  being  continually  transferred  by  check,  each  check  being 
promptly  presented  to  the  bank.  The  bank's  condition  is  thus 
subject  to  constant  test  by  persons  having  more  or  less  direct 
contact  with  the  bank  and  knowledge  of  its  management  and 
condition.  The  reverse  is  true  in  the  case  of  notes,  and  an  unsound 
or  dishonest  bank  may  long  continue  to  defraud  the  public  by  mea:ns 
of  its  notes. 

Legal  restrictions.  This  is  in  part  the  explanation  of  the  pre- 
vailing attitude  of  government  toward  the  banking  functions  of 
deposit  and  note  issue.  In  spite  of  their  fundamental  similarity 
and  their  original  status  as  common  law  rights,  the  legislation  of 
most  countries  has  drawn  a  sharp  distinction  between  them. 
While  the  banks  have  generally  been  permitted  to  haadla-tlieir 
deposits  with  little  interference  by  the  government,  the  function 
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of  note  issue  has  almost  ever;)^^  been  subject  to  strict  regiila- 
tion.  In  most  countries  the  right  of  note  issue  is  restricted  to 
certain  kinds  of  banks  or  even  to  one  particular  bank.  Thus  in 
the  United  States  only  the  national  banks  and  the  federal  reserve 
banks  issue  notes.  In  Canada  only  a  small  group  of  "  chartered  " 
banks  has  this  privilege.  In  most  of  the  leading  nations  of  Europe, 
such  as  Great  Britain,  France,  Germany,  etc.,  the  business  of  note 
issue  is  virtually  the  monopoly  of  a  single  great  central  bank,  more 
or  less  closely  associated  with  the  government.  Legislation  further 
puts  a  limit  to  the  amount  of  notes  which  the  banks  may  issue,  pre- 
scribes certain  forms  of  security  and  a  certain  amount  of  cash 
reserve,  determines  the  form  and  denomination  of  notes,  etc.  As 
a  result  the  issue  of  bank  notes  is  in  most  countries  a  narrowly^ 
restricted  and  somewhat  artificial  function  as  compared  with  the, 
business  of  deposit.  Further  details  of  the  regulation  of  note  issue 
will  appear  in  connection  with  the  study  of  banking  systems  in  the 
next  chapter. 

r^~Bank  credit  as  a  medium  of  exchange.     From  our  previous 
/study  of  the  subject  of  money  it  appeared  that  the  principal  func- 
Y  tion  of  money  was  to  serve  as  a  medium  of  exchange.     From  our 
I  study  of  banking  it  is  evident  that  the  modern  community  makes 
/  constant  use  of  bank  credit  for  a  medium  of  exchange.     Now  bank 
/    notes  are  money.     But  deposits  are  not,  their  acceptabilkyi^n 
C_^xchange  for  other  things  being  not  general  but  limited^  'i et  in 
the  volume  and  importance  of  the  service,  bank  deposits  far  out- 
strip bank  notes.^     In  the  United  States  for  example  the  bank 
notes  in  circulation  amount  to  a  little  less  than  two  and  a  half 
billion  dollars  ($2,473,141,004  on  September  30,  1929),  whereas  the 
total  amount  of  deposits  in  all  the  banks  of  the  United  States  exceed 
fifty  billion  dollars,  of  which  more  than  twenty  billions  are  individ- 
ual deposits  subject  to  check  (on  June  30,  1928,  these  amounts  were 
53  billions  and  21  billions  respectively).     The  statistics  of  debit 
check  transactions  presented  in  connection  with  a  previous  topic 

>  This  statement  is  particularly  applicable  to  the  United  States,  Great  Britain, 
and  other  Anglo-Saxon  communities,  where  the  deposit  system  with  transfer  by 
check  is  very  highly  developed.  In  the  countries  of  Continental  Europe  there  is 
relatively  less  reliance  upon  deposits  and  more  upon  bank  notes. 


THE  PRINCIPLES  OF  BANKING  459 

also  furnish  evidence  regarding  the  importance  of  bank  deposits 
as  a  medium  of  exchange.  In  the  year  1928  the  total  amount  of 
debit  checks  reported  in  the  United  States  was  almost  850  billion 
dollars.  It  has  been  estimated  that  between  eighty  and  ninety 
per  cent  of  all  exchanges  are  consummated  by  means  of  bank 
deposits. 

Currency.  It  appears  then  that,  while  money  exists  primarily 
to  serve  as  a  medium  of  exchange,  the  great  majority  of  exchanges 
are  put  through  without  the  use  of  money.  This  makes  it  con- 
venient to  have  another  term,  broader  than  money,  which  shall 
include  everything  that  serves  as  a  medium  of  exchange.  The  term 
currency  has  been  adopted,  and  it  may  be  useful  at  this  point  to 
present  a  classification  of  currency,  embracing  our  previous  classi- 
fication of  money  (but  omitting  fiat  money). 


_.  ^UERENCY] 

i^.    Money. 

1.  Standard  money. 

2.  Fiduciary  money. 

(1)  Representative  money. 

(2)  Token  money. 

(3)  Credit  money. 

a.    Government  notes. 
h.    Bank  notes 
<^L    Bank  deposits. 
\y^\.   Other  forms  of  currency  (postal  money  orders,  express  checks, 
etc.) 

In  noting  the  great  importance  of  bank  deposits  and  other  forms 
of  currency  which  are  not  money,  the  reader  will  of  course  not  lose 
sight  of  the  fact  that  all  such  forms  of  currency  are  themselves 
rights  to  receive  money ;  in  other  words,  that  the  whole  currency 
system  is  definitely  based  upon  money,  indeed  upon  standard 
money.  We  are  not  here  concerned  with  that  system  in  which 
fiat  money  has  displaced  standard  money  and  thus  become  the 
basis  of  all  the  other  forms  of  currency. 
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Need  of  elastic  currency.  A  peculiar  and  important  function 
of  bank  credit  is  to  furnish  an  element  of  elasticity  to  the  currency 
system.  No  community's  need  of  money  is  uniform  at  all  times 
and  seasons.  In  an  agricultural  community  for  example  the  vol- 
ume of  exchanges  is  especially  great  in  the  late  summer  and  fall, 
on  account  of  the  business  of  harvesting  and  marketing  the  crops. 
Unusually  large  sums  are  being  paid  in  wages  to  farm  laborers, 
the  farmers'  receipts  are  at  a  maximum,  and  the  local  merchants 
find  their  sales  swelling.  There  is  need  of  considerably  more  cur- 
rency than  during  other  seasons.  In  a  manufacturing  town  the 
weekly  pay  envelopes  present  a  special  need  of  money  on  Satur- 
days. The  payment  of  salaries  on  the  first  of  the  month  and  the 
prevailing  habit  of  settling  accounts  at  the  stores  and  elsewhere 
during  the  first  few  days  of  each  month  make  a  monthly  variation 
in  the  need  of  currency.  Corporations  very  commonly  make  their 
payments  of  dividends  and  interest  quarterly,  usually  on  the  first 
of  January,  April,  July,  and  October,  which  gives  a  quarterly 
swing  to  the  fluctuating  need  jof.jcurrency.  There  are  also  the 
cyclical  fluctuations,  the  successive  periods  of  business  activity 
and  business  depression,  of  "  good  times  and  bad  times."  These 
examples  should  be  sufficient  to  demonstrate  that  any  community's 
need  of  currency  is  a  constantly  fluctuating  quantity,  the  resultant 
of  forces  of  the  greatest  variety  and  complexity.  Perfectly  to  meet 
this  need,  the  volume  of  currency  should  fluctuate  correspondingly 
and  automatically. 

Alternative  methods  of  handling  the  same  physical  volume  of 
trade  and  services  with  the  same  amount  of  currency  would  be 
either  to  price  everything  lower  or  to  make  the  same  currency 
do  greater  service  by  circulating  faster.  Stability  of  prices  is  so 
important  in  our  economic  life  that  the  need  for  more  currency 
should  be  met,  if  possible,  by  the  other  two  devices.  In  fact,  a 
prime  object  in  devising  an  elastic  volume  of  currency  or  an  elastic 
velocity  of  currency  is  to  maintain  a  comparatively  stable  price 
level.  Statisticians  have  shown  that  the  velocity  of  money  and 
bank  deposits  varies  closely  with  the  fluctuations  of  the  business 
cycle  and  that  therefore  some  of  the  variation  in  the  cyclical  de- 
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mand  for  currency  is  met  by  responsive  changes  in  the  velocity  of 
circulation.  There  still  remains  however  urgent  need  of  an  elastic 
volume  of  currency. 

Elasticity  of  bank  credit.  A  glance  at  the  foregoing  classifica- 
tion of  the  ordinary  currency  system,  recalling  the  essential  char- 
acter of  the  several  kinds  of  money,  will  suffice  to  convince  the 
reader  that  no  item  in  this  list  till  we  come  to  bank  notes  is  so 
related  to  the  state  of  business  as  automatically  to  expand  and 
contract  with  the  fluctuating  need  of  currency. 

With  bank  credit  (notes  and  deposits)  the  situation  is  dift'erent. 
Recalling  our  discussion  of  the  business  of  discount  and  deposit, 
it  will  be  appreciated  that  the  demand  for  loans  at  the  bank  arises 
directly  out  of  business  transactions,  either  recently  completed  or 
contemplated  for  the  immediate  future.  When  business  is  active 
the  banks  are  called  upon  for  many  and  large  loans.  And  in  accord- 
ance with  the  relation  between  loans  and  discounts  on  the  one  side 
and  notes  and  deposits  on  the  other  side  of  the  account,  as  the  banks 
respond  to  the  demand  for  loans  they  increase  their  issue  of  notes 
and  their  deposits.  Currency  thus  expands  to  meet  business 
needs.  On  the  other  hand,  when  business  declines  the  customers 
of  the  banks  have  less  need  for  currency.  They  pay  off  their 
obligations  at  the  banks  faster  than  new  loans  and  discounts  are 
made.  In  pacing  they  either  return  to  the  banks  the  notes  pre- 
viously issued  or  they  draw  checks  which  reduce  deposits.  Cur- 
rency contracts  iri  response  to  declining  need.  Evidently  there  is 
here  that  close  and  automatic  connection  between  volume  of  cur- 
rency and  business  activity  which  is  the  mark  of  an  elastic  medium 
of  exchange.  Without  such  elastic  element  in  its  currency  system, 
the  modern  community  would  suffer  great  inconvenience  from 
alternating  periods  of  stringency  and  plethora  of  currency.  Bank 
credit  thus  performs  a  service  of  which  the  other  parts  of  the  cur- 
rency system  are  generally  incapable. 

It  is  desirable  that  elasticity  characterize  both  bank  notes  and 
deposits.  Many  people  do  not  have  bank  accounts  or  do  not 
understand  the  use  of  checks ;  in  certain  regions  banks  are  few  and 
scattered  and  checks  are  awkward  to  use,  and  for  small  retail  pur- 
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chases  bank  notes  are  more  handy.  Inasmuch  as  the  volume  of 
all  such  transactions  fluctuates,  it  is  desirable  that  bank  notes  vary 
with  the  needs  of  the  people.  Unfortunately  in  the  effort  of  certain 
governments  to  make  bank  notes  safe  their  natural  elasticity  has 
been  destroyed.^ 

Influence  of  reserves.  The  elasticity  of  bank  credit  is  limited 
by  the  necessity  which  is  upon  the  banks  to  maintain  adequate 
Teserves.  As  has  been  seen,  expansion  of  the  banks'  notes  and 
deposits  reduces  their  reserve  ratio  and  inclines  them  to  slow  down 
the  rate  of  expansion  by  raising  the  rate  of  discount.  On  the  other 
hand,  contraction  of  demand  liabilities  raises  the  reserve  ratio, 
and  the  bankers  seek  to  stimulate  business  by  lowering  the  rate  of 
discount.  Banking  reserves  thus  act,  not  to  prevent  the  normal 
elasticity  of  bank  credit,  but  to  put  on  the  brakes  and  so  to  prevent 
extremes  of  either  expansion  or  contraction. 

The  note  broker.  It  sometimes  happens  that  a  business  man 
chooses  to  make  use  of  an  intermediary  in  securing  the  funds  he 
wants  and  prefers  to  place  his  paper  in  the  hands  of  a  broker  for 
sale  to  some  bank  or  institution  seeking  short-term  investments. 
He  may  have  discounted  all  the  paper  that  his  own  bank  will  take 
and  yet  be  in  need  of  working  capital. 

One  of  the  middlemen  who  has  occupied  a  place  of  some  promi- 
nence in  the  past  is  the  note  broker.  He  is  a  broker  in  the  true  sense 
of  the  word,  in  that  his  function  is  to  bring  buyer  and  seller  to- 
gether, and  he  receives  a  commission  for  so  doing.  The  note  broker 
slill  exists,  but  in  recent  years  his  place  has  largely  been  taken  by 
the  commercial  paper  houses. 

The  commercial  paper  houses.  These  are  brokerage  firms ;  they 
get  a  commission  from  the  borrower  for  the  services  which  they 
perform.  They  differ  from  the  note  broker  in  that  they  make 
loans  directly  to  borrowers,  whereas  the  note  broker  agrees  to  try 
to  sell  the  commercial  paper  of  his  clients  and  in  case  he  does  not 
Succeed  in  so  doing  returns  the  paper.  ButihfijX)mmercial  paper 
Jiouse  has  no  intention  of  mvestingjts  own  funds  in  the  paper  oFifs 
clients  save  for  the  time  which  is  necessarily  spent  in  selling  it.     It 

>  For  further  elaboration  of  this  ix)int,  see  Chapter  XXI. 
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expects  to  sell  and  as  a  general  rule  succeeds  in  selling  to  banks, 
insurance  companies,  or  other  companies  and  individuals  that  have 
funds  available  for  short-term  investaieiit.  T,^^paper  which  it 
sells  rarely  runs  for  more  than  six  months. 

It  may  develop  that  the  house  has  ma(fe  a  miscalculation  of  the 

ibsorbing  capacity  of  the  market,  and  it  may  be  required  to  carry 
'^some  of  its  clients'  notes.     In  order  to  insure  itself  and  also  to 

irotecTthe  interests  of  those  to  whom  it  sells  commercial  paper  it 
conducts  a  very  rigid  investigation  into  the  affairs  of  each  company. 

When  it  sells  a  note  to  a  bank  it  f\(y^?,  i^rtf  guarantpp  its;  paympnt, 

but  it  does  guarantee  its  genuineness  and  recommenLd  its  purchase. 
Large  banking  establishments  usually  coiKhict  an  independent 
mvestigation  theniselves,-.but  the  small  country  bank  has  to  rely 
on  the  investigation  of  the  commercial  paper  house. 

Relatively  little  capital  of  its  own  is  required  by  the  commercial 
paper  house.  As  has  been  stated,  it  does  not  invest  in  this  paper 
but  expects  to  pass  it  on  directly.  Nevertheless  each  house  must 
at  any  one  time  have  a  fairly  large  current  investment  in  paper, 
and  to  carry  this  iiivohes  tlie  temporary  tying  up  of  funds.  These 
funds  are  ^rciircd  by  borrowing,  at  a  lower  rate  of  interest  than 
that  used  tu  discount  commercial  paper  of  clients,  from  the  large 
commercial  banks  on  the  promissory  note  of  the  house,  secured  by 
pledging  the  commercial  paper  of  customers  as  collateral.  Funds 
amounting,  to  eighty  or  ninety  per  cent  of  the  value  of  the  collateral 
can  be  obtained  in  thiij  way.  If_the_  house  is  forced  by  market 
conditions  to  carry  some  of  the  paper  for  a  considerable  time,  it 
may  make  a  profit  by  the  difference  in  the  rate  of  interest  at  which 
it  borrows  and  the  rate  at  which  the  customers'  notes  are  dis- 
counted. There  is  of  course  the  possibility  of  large  losses,  for  the 
niability  of.  the  market  to  absorb  the  paper  may  be  due  to  financial^ 
stringency^  which  will  soon  be  evidenced  by  a  rise  in  the  interest 
rate,  and  to  carry  the  paper  the  house  may  have  to  borrow  money 
at  a  rate  higher  than  the  rate  which  was  used  in  discounting  it. 

Such  houses  perform  distinct  services  both  to  the  bankers  and  to 
the  business  world.  For  the  manufacturer  or  merchant  a  wider 
and  probably  cheaper  market  is  provided  for  his  promissory  notes 
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than  is  offered  by  the  local  bank.  He  can  get  funds  when  the  local 
sources  of  supply  are  exliausted.  The  bank  on  the  other  hand 
gains,  in  that  it  has  a  greater  range  of  industries  from  which  to 
select  the  paper  it  wishes  to  buy.  Frequently  a  bank  in  a  small 
city  would  otherwise  be  limited  to  the  paper  of  one  type  of  industry 
or  to  that  of  a  group  of  middlemen  handling  the  same  product. 
Depression  in  that  industry  will  cause  more  suffering  to  the  bank 
than  if  it  spreads  its  risks  (of  non-payment)  among  different  indus- 
tries. It  further  enables  it  to  select  notes  maturing  at  convenient 
times,  making  it  possible  therefore  to  change  the  nature  of  its 
investments  from  time  to  time. 

In  recent  years  there  has  been  a  relative  and  absolute  decline  in 
the  volume  of  commercial  paper.  Note  brokers  and  commercial 
paper  houses  are  now  handling  more  bank  acceptances  and  less 
commercial  paper,  and  the  practice  of  the  large  corporations  of 
accumulating  large  cash  balances  and  of  doing  their  financing 
through  the  issue  of  common  stock  rather  than  through  commercial 
paper  has  decreased  its  volume. 

Trust  companies.  Our  attention  has  thus  far  been  directed  to 
the  nature  and  functions  of  the  commercial  banks.  This  is  by 
far  the  most  important  class  of  banking  institutions,  represented  in 
the  United  States  by  the  national  banks  and  the  state  banks.  Only 
a  brief  glance  will  be  required  by  the  other  kinds  of  banks. 

The  trust  companies  are  corporations  whose  original  function 
was  the  care  of  their  customers'  investments  and  other  fiuaacjal 
affairs,  the  handling  of  trust  funds,  the  administration  of  estates, 
etc.  They  naturally  developed  the  business  of  keeping  deposits 
subject  to  check  and  of  making  loans  to  their  customers.  Today  , 
the  trust  companies  of  the  United  States,  in  addition  to  their  03sai 
peculiar  functions,  generally  perform  all  the  ordinary  bankittg- 
f  unctions  with  the  exception  of  note  issue.  To  that  extent  ..the 
foregoing  discussion  applies  to  them  equally  with  the  strictly 
commercial  banks.  The  differences  between  commercial  banks 
and  trust  companies  are  steadily  becoming  less  as  time  goes  on. 

Savings  banks.     These  are  institutions  which  accept  deposits, 
(usually   in    small    amounts)    and   make   investments   for   their 
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depositors.  They  do  not  discount  commercial  paper,  and  their 
deposits  are  not  the  result  of  loans  to  their  customers.  _jVlso  their. 
deposits  are  not  legally  payable  on  demand  nor  transferable  by 
check  in  the  ordinary  way.  The  sa\ings  banks  may  require  notice 
of  withdrawal,  of  30  or  60  days  or  some  other  period,  though  they 
frequently  waive  this  right.  Transfer  of  deposits  requires  certain 
formalities,  such  as  the  use  of  a  special  order  and  the  presentation 
of  the  pass  book.  Savings  deposits  therefore  do  not  serve  as  a 
means  of  making  payments  by  check  as  in  the  case  of  the  deposits 
of  the  commercial  banks.  The  resources  of  the  savings  banks  are 
invested,  not  in  commercial  paper,  but  in  stocks  and  bonds, 
mortgages,  and  other  investments  of  a  safe  and  conservative  char- 
acter. The  income  thus  obtained  is  devoted,  after  paying  expenses, 
to  the  payment  of  interest  to  the  depositors.  Thr  snvincPi  hnnk^ 
are  really  investment  agencips  rf^^hpp  fhar\  hanks,  in.  the  ordinary 
t^nSf  Thpjr  cii.st,pmers  are  generally  people  in  moderate  circum- 
stances,  women  and  children,  and  those  not  engaged  in  active 
busiaeaa.—ICbe-totak amount  tliat  may  be  deposited  by  any  one 
|wsf>Ti  is  soTTifttiTnes  limited,  in  order  to  restrict  the  savings  banks' 
facilities-tft  X\\}fi  flass.  For  such  persons  the  savings  banks  perform 
a  useful  service  in  gathering  together  small  savings  and  investing 
them  conservatively  where  they  will  yield  a  small  but  generally 
certain  income.  Wealthy  persons  and  active  business  men  have 
their  own  means  of  investing  their  funds  and  usually  expect  a 
higher  rate  of  return.  Recently  there  has  been  a  movement  among 
the  commercial  banks  to  enter  the  savings  field,  by  establishing 
"  savings  departments."  There  is  no  corresponding  tendency  of 
the  savings  banks  to  take  up  commercial  banking. 

Private  banks.  Mere  mention  should  here  be  made  of  the 
private  banks,  unincorporated  banks  conducted  by  individuals  or 
partnershi}}s  and  engaged  primarily  in  the  business  of  making, 
investments,  promoting  corporations,  underwriting  security  issues, 
etc.  Some  of  them  are  to  be  counted  among  the  most  wealthy 
liUsiMSs_concerns,  and  they  occupy  an  especially  important  position 
in  international  bankingjmd  finance^ but  they  do  n_ot_.play_an 
impoftanf  parTih  the  ordinary  commercial  banking  world. _ 
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The  function  of  credit.  We  may  now  profitably  turn  back  to  our 
starting  point,  in  order  more  clearly  to  visualize  the  important 
service  rendered  by  credit,  and  particularly  by  bank  credit.  The 
importance  of  bank  credit  has  been  emphasized  because  it  is  funda- 
mental in  the  economic  organization,  but  it  would  be  an  error  to 
ignore  the  service  of  commercial  credit;  that  is,  credit  extended 
by  the  manufacturer  to  the  wholesaler,  or  by  the  wholesaler  to  the 
retailer.  In  a  great  many  transactions  the  banker  is  not  called 
upon  for  credit.  The  manufacturer  is  able  to  take  care  of  himself, 
or  the  producer  from  whom  he  gets  his  raw  materials  gives  him  time 
in  which  to  work  them  up  and  pay  for  them. 

We  may  in  fact  distinguish  two  points ;  namely,  the  importance 
of  credit  and  the  importance  of  a  particular  kind  of  credit.  Credit, 
whether  commercial  or  banking,  is  a  sort  of  solvent  factor  in  our 
organization,  enabling  us  in  a  sense  to  make  use  of  future  goods  at 
the  present  time.  For  society  as  a  whole  this  cannot  hold  true  of 
course,  but  it  can  for  a  given  individual,  for  he  gets  present  goods  in 
return  for  a  promise  to  pay  in  the  future,  and  the  transaction  is 
conditioned  on  the  belief  of  the  lender  in  the  borrower's  ability  to 
produce  goods  or  services  at -some  tiine  in  the  future. 

The  gain  to  a  given  individual  from  the  credit  system  may  seem 
of  little  importance  or  interest,  but  there  is  a  social  gain  as  well 
as  an  individual  gain.  Recalling  for  a  moment  the  situation  illus- 
trated in  the  example  at  the  beginning  of  this  chapter  we  can 
readily  see  that,  if  a  system  of  payment  on  the  delivery  of  the  goods 
had  prevailed  at  the  time  the  consumers  found  themselves  unable 
to  pay  for  their  goods,  the  retailer  would  have  ordered  no  new  goods 
from  the  wholesaler.  The  wholesaler  would  have  ceased  ordering 
goods  from  the  manufacturer,  who  would  have  been  forced  to  stop 
manufacturing.  In  a  short  time  the  consumers  perhaps  would 
have  found  themselves  again  in  a  position  to  purchase  goods  on  a 
cash  basis,  and  renewed  buying  would  have  been  passed  on  through 
the  retailer  and  the  wholesaler  to  the  manufacturer.  But  h.QW 
much  more  economical  is  that  use  of  the  productive  resources  which 
permits  of  a  steady  flow  of  goods  instead  of  a  jerky  succession  of 
activity  and  quiescence.     Any  business  becomes  somewhat  dis- 
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or^mzed.ilit  has  to  shut  down  periodically,  and  disorganization 
is  an  expensive  thing  for  society.  Cxedit,  which  enables  some  to 
make  present  use  of  the  surpluses  of  others,  facilitates  that  smooth 
working  of  the  productive  apparatus  which  is  essential  to  economy. 
It  is  one  of  the  factors  which  promote  efficiency  in  production  and 
which  therefore  tend  to  keep  the  output  of  consumable  goods  at  a 
high  level. 

The  peculiar  importance  of  bank  credit.  Bank  credit  Performs  a  . 
certain  function  in  society  better  and  more  cheaply  than  other 
kinds  of  credit.  The  resources  of  any  chain  of  producers  are  great, 
no  doubt,  but  they  are  limited  when  compared  with  the  resources  of 
society  as  a  whole,  including  the  active  leaders  of  business,  those 
who  are  active  in  business  as  wage  earners,  and  those  who  live  on 
incomes  derived  from  investments.  The  banks  stand  at  the  central 
point  of  the  financial  world  and  serve  as  reservoirs  which  attract 
the  savings  of  all.  They  are  in  touch  with  more  people  and  more 
lines  of  industry  than  a  given  firm  can  possibly  be.  If  there  is 
for  the  time  being  a  surplus  of  funds  in  one  line  of  industry,  it 
can  be  made  available  for  other  industries.  Without  the  bank  as 
an  intermediary,  how  for  example  would  the  proprietor  of  a  cotton 
mill  in  Massachusetts  know  that  the  owners  of  brass  factories  in 
Connecticut  had  funds  which  would  be  idle  for  sLx  months  ?  And 
if  he  did  discover  this  fact,  on  what  basis  could  they  be  made  avail- 
able to  him  ?  It  might  be  done,  but  it  would  be  difficult  and  costly. 
The  bank  stands  ready  to  receive  the  funds  of  the  Connecticut 
manufacturer  and  to  pay  him  interest  on  a  time  deposit  for  six 
months ;  it  can  loan  these  directly  to  the  cotton  manufacturer  in 
return  for  a  promissory  note  of  six  months'  duration.  The  thing  is 
accomplished  directly,  simply,  and  at  little  expense. 

Furthermore  the  bank  serves  as  a  selective  factor  in  the  direction 
of  funds.  If  funds  are  needed  more  urgently  in  one  industry  than 
in  another  they  are  directed  toward  that  industry,  for  the  greater 
the  need  the  higher  the  rate  of  interest  which  will  be  paid  to  secure 
a  loan,  and,  other  things  being  equal,  a  bank  in  making  its  loans 
will  give  preference  to  tifose  wnUng  to  pay  the  higher  rate  of 
interest. 
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EXERCISES 

1.  Draw  up  a  bank  statement,  using  the  following  items  :  Stocks  and  bonds, 
$80,000;  Undivided  profits,  $30,000;  Reserve,  $50,000;  Notes,  $75,000; 
Loans  and  discounts,  $350,000;  Real  estate,  etc.,  $100,000;  Surplus,  $50,000; 
Capital  stock,  $100,000;   Deposits,  $325,000. 

2.  Assume  that  a  customer  discounts  a  note  for  $5,000  for  3  months,  the 
bank's  rate  of  discount  being  6  per  cent,  taking  payment  in  cash.  What 
changes  would  this  transaction  make  in  the  bank's  statement? 

3.  Suppose  that  the  proceeds  in  Exercise  2  were  taken  as  a  credit  on  the 
customer's  deposit  account.  What  changes  would  the  transaction  make  on 
the  bank's  statement  ? 

4.  (a)  What  is  the  reserve  ratio  of  the  bank  in  Exercise  1  ? 

(b)  What  is  the  bank's  reserve  ratio  after  the  transaction  of  Exercise  2? 

(c)  What  is  the  bank's  reserve  ratio  after  the  transaction  of  Exercise  3? 

5.  The  bank  of  Exercise  1,  after  discounting  the  note  as  in  Exercise  2,  holds 
it  one  month  and  then  rediscounts  it  with  the  Federal  Reserve  Bank,  the  rate 
of  the  latter  bank  being  5  per  cent,  and  the  proceeds  taken  in  notes  of  the  Fed- 
eral Reserve  Bank.  Draw  up  a  new  statement  showing  the  bank's  condition 
after  the  operation.     What  is  now  the  bank's  reserve  ratio  ? 


CHAPTER  XXI 
BANKING  SYSTEMS 

Banking  principles  and  banking  systems.  Banking  systems, 
like  monetary  systems,  have  evolved  in  the  different  nations  in 
accordance  with  local  traditions,  habits,  and  political  institutions. 
The  foregoing  chapter  has  treated  of  the  fundamental  nature 
and  the  general  principles  of  banking,  applicable  regardless  of  the 
peculiarities  of  particular  banking  sj'stems.  We  shall  now  find  it 
interesting  and  instructive  to  inquire  how  these  general  principles 
are  carried  out  in  the  banking  organizations  of  some  of  the  leading 
nations,  giving  particular  attention  naturally  to  the  banking  system 
of  the  United  States. 

Direct  daily  contact  between  the  banking  organization  and  the 
people,  through  the  essential  functions  of  discount  and  deposit,  is 
everj^vhere  maintained  by  local  banks  or  branch  banks,  privately 
owned  and  privately  managed.  Oyer  and  above  these  local  banks 
there  is  to  be  found  in  most  of  the  nations  a  great  central  bank 
which,  though  not  generally  owned  and  controlled  by  government, 
is  at  least  \evy  closely  associated  with  the  national  government. 
To  this  central  bank  is  usually  entrusted  three  imnort^nt  services : 
riVthe^fuTiotion  of  nofp  i^^ii^  whiVh  in  the  develojmTgnt.  of  hanl^ing 
has  quite  commonly  been  taken  away  from  the  local  banks  and 
made  a  monopoly  of  the  central  bank,  (2)  the  business  of  rediscount 
for  the  local  commercial  banks,  and  (3)  the  concentration  and 
management  of  the  nation's  banking  resciNxs.  In  addition^tfee 
central  bank  is  the  banker  of  the  goverimient,  keeps  the  govern- 
ment money,  manages  the  public  debt,  and  handles  the  govern- 
ment's financial  business.  The  central  bank  may^  or  may  not  hav£. 
ordinary  dealings  of  discount  and  deposit  with  the  general  public. 
Thus  we  find  at  the  head  of  the  English  banking  system  the  Bank 
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of  England,  in  France  the  Bank  of  France,  central  banks  in  Ger- 
many, Austria,  Hungary,  Italy,  and  most  of  the  other  European 
nations,  the  Federal  Reserve  System  (with  certain  peculiar  features) 
in  the  United  States,  and  central  banks  in  many  of  the  other 
countries  of  the  Western  hemisphere,  to  which  Canada  offers  the 
most  conspicuous  exception. 

The  French  banking  system.  This  general  account  finds  its 
simplest  exemplification  in  France.  The  French  public  depends 
for  its  ordinary  banking  services  mainly  upon  a  few  large  banks 
located  in  the  great  cities  and  with  branches  scattered  about  the 
country.  Small  local  banking  corporations  and  private  banks 
exislJbut  are-not-numerous  or  especially  flourishing.  The  Bank_of 
France  also  deals  directly  with  the  public,  though  its  requirement 
of  three-name  paper  seriousl}^  limits  its  discounting  operations. 
France  is  not  particularly  well  provided  with  local  facilities  for 
discount  and  deposit. 

The  Bank  of  France.  This  is  one  of  the  oldest,  largest,  and  most 
famous  of  central  banks.  It  is  owned  by  private  capitalists,  but 
the  French  government,  though  having  no  part  in  its  ownership, 
has  control  over  its  management  through  the  right  of  the  President 
to  appoint  the  Bank's  governor  and  two  deputy  governors,  thfi. 
former  having  direct  charge  of  the  bank's  business  and  the  appoint- 
ment of  all  its  employees.  The  Bank  has_the.exclusiv£Lrigh.tjafjaate„ 
issue.  This  function  is  of  more  importance  in  France  than  in  the 
Anglo-Saxon  countries,  because  of  the  relatively  undeveloped  state 
of  deposit  banking  and  the  strong  reliance  upon  bank  credit  in  the 
form  of  notes.  Thejiotes^f^ the  Bank  of  France  are_the_priiicipaL_ 
element  of  the  French  monetary  system.  They  are  issued  in 
connection  with  loans  to  the  public,  rediscount  of  commerci,^ 
paper  for  the  other  banks,  and  loans  to  the  government.  ^  They 
have  also  been  given  out  in  great  volume  in  exchange  for  gold. 
The  result  is  that,  while  no  distinction  is  made  between  notes 
exchanged  for  gold  and  those  issued  in  discount  of  commercial 
paper,  the  gold  reserve  back  of  the  entire  note  issue  has  usually 
been  very  large. 

France  is  now  (1929)  on  the  "  gold  bullion  standard."    The 
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bank  may,  if  it  pleases,  redeem  its  notes  in  coin,  but  its  legal 
obligation  is  only  to  convert  its  notes  on  demand  into  bullion  when 
presented  in  such  minimum  amounts  as  the  bank  and  the  Minister 
of  Finance  may  determine;  the  minimum  now- in  force  is  100,000 
francs._.,.  The  legal  reserve  minimum  is  tbirty-f)ve  ppr  ^pnt  nf  fh^^ 
circulating  notes  and  liabilities  on  current  account,  the  reservje 
consisting  of  gold  bullion  and  gold  coin.  France  has  definitely 
rejected  the  gold  exchange  standard,  and  her  present  "  gold 
bullion  standard  "  probably  represents  a  transition  stage  on  the 
road  to  the  true  gold  standard. 

While  it  has  direct  dealings  with  the  public  and  for  this^urposp 
maintains  hranclics  and  offices  throughout  the  country,  the  Bank 
of  France  is  primarily  a  bankers'  bank.  It  holds  deposits  of  the 
other  banks,  rediscounts  for  them,  and  its  great  hoard  of  gold  is. 
the  national  reserve  reservoir,  to  be  drawn  upon  as  needed  by  the 
other  banks  through  rediscount  or  by  cashing  their  deposits. 

The  following  condensed  balance  sheet  will  give  further  evidence 
as  to  the  character  of  the  business  of  the  Bank  of  France. 

Financial  Statement  of  Bank  of  France,  June  25,  1928 

(In  millions  of  francs) 
Assets: 

Gold  reserve  (coin  and  bullion)  28,934.0 

Silver  and  copper  coins  0.2 

Postal  current  accounts  700.0 

Funds  available  at  sight  abroad  15,984.0 

Foreign  exchange  loaned  9,778.0 

Advances  on  gold  bullion  and  coin  37.0 

Bills  13,517.0 

Advances  against  securities  1,846.0 

Bonds  of  the  sinking  fund  5,930.0 

Loans  without  interest  to  the  Government  3,200.0 

Other  assets  2,356.0 


82,285.0 

Capital 

183.0 

Surplus,  etc. 

299.0 

Notes  in  circulation 

58,772.0 

Deposits 

12,757.0 

Liabilities  arising  from  foreign 

exchange 

loaned 

9,778.0 

Miscellaneous 

496.0 

82.285.0 
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The  total  demand  liabilities  of  the  bank  were  on  this  date 
71,530  million  francs,  and  its  ratio  of  gold  reserve  to  demand 
liabilities  was  40-45  per  cent. 

British  banking.  The^busingss.  of  jdeposit  bankings. is  more 
highly  developed  in  England  than  anywhere  else  in  the  world, 
A  comparatively  small  number  of  large  joint  stock  banks  with 
tTiousands  of  branches,  together  with -a  smaller  and  declining  num- 
ber of  private  banks,  bring  the  services  of  discount  and  deposit  into 
e\'(M-v  corner  of  the  country.  There  are  now  QjgJjLJi^.  joint  atook. 
banks  and  one  private  bank,  operating  almost  exclusively  in  England 
and  Wales  (this  excludes  finance  houses).  Of  the  joint  stuck 
banjiis— five---- -tlie-Midland  Bank,  Lloyds  Bank,  Barclays  Bank, 
Westminster  Bank,  and  the  National  Provincial  Bank  (named  in 
order  of  size  based  on  deposits  held) — tower  above  all  others. 
These  are  known  as  the  "  Big  Five."  Th(?  use  of  dcjjosits  with 
payment  by  check  is  universal,  and  note  issue  is  of  relatively-iuxiall 
imppj:tanee.  The  Bank  of  England  now  has  a  monopoly  of  note 
issue,  the  other  banks  which  had  retained  their  note-issue  privilege 
under  the  Act  of  1844  having  lost  it,  chiefly  through  the  amal- 
gamation process.^ 

The  Bank  of  England.  At  the  bead,  of  this  banking  system 
stands  the  Bank  of  England,  /ounded  jjoJJSi-aud  with  a  long  and 
illustrious  history,  out  of  w  liich  lia\  c  developed  peculiarities  which 
set  it  apart  in  a  class  of  its  own.  Tin;  Bank  of  England  is  in  no 
sense  a  government  bank,  except  that  it  is  the  fiscal  agent  of  the. 
British  goyernme;it.  Its  capital  is  all  privately  owned,  and  it  is 
managed  by  directors  chosen  by  the  stockholdcis  like  any  ordi- 
nary corporation.  Though  it  handles  all  the  British  government's 
financial  business,  it  vies  with  the  new  German  Reichsbank  in 
having  the  least  connection  with  government  of  any  of  the  great 
central  banks.  While  it  deals  directly  with  the  public,  through 
discount  and  deposit,  it  does  not  wage  a  vigorous  competition  with 
the  other  joint  stock  banks,  in  whose  hands  is  the  bulk  of  the 
nation's  banking  business. 

Concentration  of  reserves.     The  Bank  of  England  is  content 

1  See  below,  page  473. 


I 


BANKING  SYSTEMS  473 

to  be  a  central  bank  —  a  bankers'  bank  —  and  in  this  respect  its 
position^  supreme.  Every  British  bank,  including  even  those 
in  Scotland  and  Ireland,  keeps  a  part  of  its  reserve  in  London, 
either  in  the  Bank  of  England  or  in  one  of  the  great  London  banks.- 
And  the  London  banks  keep  practically  all  their  reserves  on  deposit 
with  the  Bank  of  England,  retaining  only  till  money  in  their  own 
possession.  The  Bank  of  England  is  thus  the  custodian  of  vir- 
tually the  entire  banking  reserve  of  the  United  Kingdom,  giving 
a  degree  of  concentration  which  is  to  be  found  in  no  other  country. 
Moreover  the  British  banking  system  does  business  on  a  smaller 
percentage  oL-cash  ^ese^^  e  than  is  required  anywhere  else ;  it 
has  been  estimated  that  the  deposit  credit  of  Great  Britain  is. 
based  upon  a  money  reserve  of  less  than  six  per  cent. 

Note  issue.  It  is  in  the  system  of  note  issue  that  the  peculiar 
constitution  of  the  Bank  of  England  appears  most  strikingly. 
The  system  dates  from  the  bank  act  of  1844^  when,  the  Bank 
was  already  150  years  old.  By  this  act  the  Bank  was  separated 
Into  two  distinct  parts,  called  respectively  the  "  Issue  Depart- 
pient "  and  the  "  Banking  Department."  The  latter  conducta 
a  regular  banking  business  (except  note  issue)  such  as  was  de- 
scribed in  the  chapter  preceding  this.  The  issue  of  notes  is  in  the 
province  of  the  Issue  Department  and  is  based  upon  a  principle 
quite  distinct  from  those  which  we  have  thus  far  studied  and  have 
seen  illustrated  in  the  Bank  of  France.  Notes  issued  by  the  Bank 
of  England  must,  with  very  minor  exceptions,  be  secured  either  by 
British-government  obligations  or  by  gold,  and  it. wuii  mainly  to^ 
insure  this  that  the  Issue  Department  was  separated  from  the  rest 
of  the  Bank.  In  1S44  the  government  owed  the  Bank  the  sum  of 
£ll;015,100.  These  securities  were  put  in  the  Issue  Department 
as  its  assets,  and  it  was  allowed  t(^  issue  notes  to  the  same  amount. 
Certain  t)ther  joint-stock  banks  which  had  note  issues  outstanding 
at  that  time  were  permitted  to  retain  them,  but  with  the  under- 
standing that  if  any  of  these  banks  relinquished  its  note  issue 
privilege  by  voluntary  or  involuntary  surrender  of  its  charter  or 
by  amalgamation  with  another  bank  or  by  moving  its  home  office 
to  London,  the  Bank  of  England  would  inherit  a  portion  of  the 


474  ELEMENTARY   ECONOMICS 

forfeited  privilege.  Under  this  proviso  the  volume  of  Bank  of 
England  notes  secured  by  government  paper  increased  to  £19,750,- 
000  in  1923,  when  the  Bank  attained  a  monopoly  of  note  issue. 
In  1928  was  passed  the  "  Currency  and  Bank  Notes  Act,"  which 
shifted^ the  liability-  of  the  war-time  issue  of  Government  notes, 
popularly  called  "  Bradbury  notes,"  to  the  Bank  of  England  and 
relieved  the  Treasury  from  that  liability.  Since  the  date  of  this 
amalgamation  the  fiduciary  issue  has  stood  at  £260,000,000,  secured 
by  government  securities,  other  securities,  and  silver  coin.  All 
other  notes  issued  by  the  Bank  must  be  covered  by  gold  coin  and 
bullion,  and  to  the  amount  so  secured  there  is  no  limit.  The 
following  financial  statement,  as  of  October  9,  1929,  will  make 
clear  some  of  the  important  features  of  the  Bank :  — 

The  first  two  items  on  the  asset  side  of  the  Issue  Department's 
statement  are  obligations  of  the  British  Government,  the  original 
sum  held  in  1844  being  recorded  separately  from  the  later  additions. 
Of  the  £390,736,578  notes  outstanding  on  this  date  £130,736,578 
were  covered  by  gold  and  bullion.  The  segregation  of  the  note 
issue  function  in  a  distinct  Department,  with  specified  assets  to 
cover  the  notes,  is  peculiar  to  the  Bank  of  England,  no  other  central 
bank  having  copied  the  idea. 

Elasticity  is  sacrificed.  Some  very  important  results  emerge 
from  this  peculiar  system  of  note  issue.  The  amount  of  notes 
which  may  be  issued  on  security  other  than  gold  is  fixed  by  the 
"  Currency  and  Bank  Xotes  Act  "  of  1928  at  £260,000,000.  These 
notes  are  simply  a  permanent  unvarying  element  in  the  monetary 
system,  r'^flirff*'^  "'  the  volume  of  Bank  of  England  notes  can 
come  only  when  gold  is  received  by  the  Issue  Department  of  the 
Bank  in  exchange  for  its  notes  or  vice  versa.  But  since  the  gold 
might  itself  circulate  as  coin,  such  exchange  means  no  real  variation 
in  the  amount  of  money  in  circulation.  In  short,  the  notes  of  the 
Bank  of  England  do  not  furnish  that  elastic  element  in  the  currency 
system  which  we  have  seen  it  is  one  of  the  principal  purposes  of 
bank  credit  to  provide.  The  notes  of  the  Bank  of  England  have 
been  given  perfect  security  but  at  the  expense  of  elasticity. 

How   Great  Britain   secures   elasticity.     If  it  be   asked  how 
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Great  Britain  manages  with  a  currency  system  so  seriously  de- 
fective in  this  respect,  the  answer  is  twofold.  In  the  first  place, 
as  has  been  seen,  the  British  have  come  to  rely  upon  bank  deposits 
to  an  extraordinary  degree,  and  the  deposit  system  of  Great 
Britain  has  well-nigh  perfect  elasticity.  Secondly  the  gold  ele- 
ment in  the  British  monetary  system  is  elastic  to  a  degree  found 
nowhere  else  in  the  world.  London  has  long  occupied  a  peculiar 
position  as  the  financial  and  monetary  centre  of  the  world.  Here 
is~the  world's  greatest  market  for  notes,  drafts,  bills  of  exchange, 
and  all  forms  of  commercial  paper.  A  rise  in  the  rate  of  interest 
in  London  causes  a  flow  of  capital  from  the  ends  of  the  world 
seeking  the  favorable  opportunity  for  investment,  while  a  fall  in  the 
interest  rate  checks  the  inflow  or  even  starts  it  in  the  opposite 
direction.'  The  current  interest  rates  in  London  are  strongly 
influenced,  if  not  controlled,  by  the  rate  of  discount  of  the  Bank 
of  England.  Thus  the  Bank  of  England  holds  the  lever  by 
which  it  controls  the  international  flow  of  gold,  supplementing 
the  natural  tendency  of  gold  to  move  to  that  country  which 
especially  needs  it,  as  shown  byj^£elatively  low  price  level,  anc| 
vicejiersa. 

Extreme  procedure  in  time  of  crisis.  There  have  been,  it  is  true, 
certain  occasions  when  the  British  credit  system,  functioning  well 
enough  in  ordinary  times,  has  broken  down.  In  time  of  financial 
crisis  there  is  need  of  great  and  sudden  expansion  of  bank  credit 
or,  more  correctly,  there  is  need  of  expansion  at  some  point  to 
make  good  the  panicky  contraction  of  the  regular  sources  of 
credit.  Under  such  circumstances  reliance  is  elsewhere  upon  the 
notes  of  the  central  bank,  but  the  Bank  of  England,  with  its  rigid 
system  of  note  issue,  has  on  several  occasions  been  unable  to  meet 
this  demand.  It  has  then  been  found  necessary  for  Parhament 
to"'*  suspend  the  bank  act  "  by  permitting  an  additional  "  un- 
covered "  issue  of  notes ;  that  is,  of  notes  not  secured  by  gold. 
This  rather  curious  and  clumsy  device  has  never  failed  to  produce 
the  desired  result  of  promising  sufficient  credit  and  allaying  the 
panic.  In  1928  the  method  of  suspending  the  Bank  Act  was  made 
less  awkward,  as  Pariiament  gave  the  Treasury  a  continuing- 
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authority  to  authorize  the  Rank  to  increase  the  fiduciary  issue  by 
such  amount  as  the  Trea&up-y--ffligh.t-^iiBk-p¥oper. 

The  Banking  Department.     A  few  words  only  will  suffice  to 
explain  the  second  part  of  the  Bank  of  England's  statement  as 
presented  on  page  475.     The  liabilities  of  the  Banking  Depart- 
ment include  the^.capital  stock  ("  proprietor's  capital  "),  surplus 
r^^j;est  "\  deposits  of  the  government  ("  public  deposits  "),  and 
other  dgposits.  a  large  part  of  which  represents  the  Bank's  obliga- 
tion to  the  other  banks.  The  "  seveu-day  bills  "  are  notes  of  the 
Bank  which  are  not  payable  till  seven  days  after  their  date,  a  form 
of^bank  note  of  wliicli  the  British  public  makes  some  small  use, 
especially  on  account  of  the  reduced  risk  of  loss  when  sent  through 
the   mails.     On   the   asset   side   we  find   government   securities,     / 
"  other  securities,"  which  here  means  loans  and  discounts  and  all  [ 
securities  except  government  obligations,   notes,   and   gold   and  V 
silver  coin.     The  notes  are  the  notes  of  the  Bank  itself,  which, 
in  the  statement  of  the  Banking  Department  are  assets ;   that  is,   \ 
they  are  claims  of  this  Department  against  the  Issue  Department.    \ 
The  Banking  Department  can  get  notes  at  any  time  from  the      ) 
Issue  Department  in  exchange  for  gold,  and  it  can  likewise  always    J 
demand  gold  from  the  Issue  Department  to  redeem  bank  notes 
which  it  may  hold. 

The  reserve.  By  combining  the  two  parts  of  the  statement  it  ^ 
will  be  seen  that  the  Bank  on  this  date  had  a  net  note  liability  of 
364  million  pounds,  deposit  liabilities  of  113  millions,  and  a  coin 
reserve  of  132  millions  or  practically  25  per  cent  of  its  liabilities  f 
to  other  than  its  own  stockholders.  Before  the  War  this  reserve 
ratio  stood  around  fifty  per  cent  and  testified  to  the  Bank's  position 
as  the  custodian  of  the  nation's  reserves  and  its  preparedness  to 
meet  the  demands  of  the  other  banks,  the  government,  and  the 
British  public.  It  still  performs  these  services  but  must  do  so  on  a 
much  narrower  margin. 

German   banking.     In  Germany,  as  in  France,  we  find  the 

banking  busin^ss^ontrolled  by  a  relatively  small  number  of  large 

_commercial  banks,  with  numerous  branches  scattered  throughout 

the  country.     Of  these  perhaps  the  best  known  are  the  D-Banks 
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(so-called  from  the  initial  letter  of  the  names),  the  Deutsche  Bank, 
the  Dresdner  Bank,  the  Disconto-Gesellschaft,  and  the  Darmstaed- 
ter  und  Nationalbank.  Possibly  because  the  financing  of  agricul- 
ture has  been  assumed  in  large  measure  by  the  agricultural  cooper- 
ative credit  societies  and  the  land  mortgage  banks  and  that  of  the 
small  tradesmen  by  the  urban  credit  societies,  the  large  commercial 
banks  have,  through  stock  ownership  and  financing  operations, 
been  much  more  closely  affiliated  with  the  large  German  industrial 
enterprises  than  is  usual  in  other  countries. 

The  Reichsbank.  Iii  contrast  to  it&^  position  before  and  during 
the  war  when,  although  privately  owned,  it  was  completely  under 
government  control,  the  Reichsbank  is  at  present  a  private  bank. 
The  stockholders  elect  the  members  of  the  boards  of  control ;  these 
in  turn  appoint  the  managing  officials  and  determine  the  policies 
of  the  bank.  One  excepti^ai  should  be  noted ;  the  General  Council 
Qonsists  of  fourteen  members,  sey«;^n  of  whom  are  selected  byjthe 
central  banks  of  issue  of  designated  foreign  countries.  At  th^ 
same  time  the  connection  between  the  Reichsbank  and  the  govern- 
ment is  still  close.  In  its  dealings  with  the  government  it  main- 
tains its  position  as  a  private  bank,  but  in  many  if  not  most  of  its 
dealings  with  the  public  it  assumes  the  character  of  a  public  institu- 
tion. As  would  be  expected,  it  cooperates  with  the  government 
in  matters  of  public  finance.  The^overnment  has  also  a  limited 
right  o£-veto  on  the  nomination  to  the  presidency  of  the  bank. 
Bank  officials  enjoy  the  dignities  of  public  officials,  and  the  profits 
of  the  bank,  over  and  above  a  certain  minimum,  are  shared  with 
the  government. 

Aside  from  the  main  office  in  Berlin,  the  Reichsbank  maintains 
nvpir_^0  brmxckes  nnd  nfflppg  in  Germgpy  It  is  therefore  in  an  ef- 
fective position  to  offer  its  services,  both  to  bankers  and  to  individ- 
uals, in  the  form  of  rediscounting  or  discounting  commercial  paper 
and  making  loans  against  collateral  of  industrial  stocks  and  bonds 
or  government  securities.  Such  operations  do  not  as  a  rule  result 
in  the  creation  of  deposits  subject  to  check,  for,  in  spite  of  the 
efforts  of  the  commercial  banks  to  popularize  this  method  of 
settling  obligations,  deposit  banking  has  made  little  headway  in 
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popular  favor.     Debts   are  settled  in  cash  when  possible,   and 
when  this  is  impossible  use  is  made  of  the  facilities  of  the  postal      ! 
system  and  the  Reichsbank  for  the  transfer  of  funds^ 

The  Reichsbank  has  been  given  a  prnfticnl  ninnopoly  of  the 
issue  of  bank  notes,  a  reservation  having  been  made  in  favor  of 
four  private  banks  which  retain  the  right  to  issue  a  limited  quantity 
of  notes.  The  Reichsbank  however  is  not  limited  to  any  specific 
amount,  and  its  notes  furthermore  are  full  legal  tender ;___Against 
the  total  volume  outstanding  it  is  required  to  maintain  a  forty  per 
cent  reserve  of  gold  or  foreign  exchange  (of  which  three  quarters 
must  be  gold),  with  the  remainder  covered  by  commercial 
paper.  \ 

The  Canadian  banking  system.     As  has-been  stated,  a  .gjeat 
central  bank  more  or  less  closely  related  to  the  government  stands 
at  tlie  head  of  the  banking  systems  in  the  majority  of  the  leading         \ 
nations  of  the  world.     There  happens  to  be  however  one  great  1 

nation  which  has  maintained  for  a  generation  and  more  a  highly 
efficient  banking  system  without  the  aid  of  a  central  bank.     A 
brief  study  of  the  Canadian  banking  system  will  fully  reward  our 
time  and  attention.     Banking  is  here  in  the  hands  of  a  few  large 
"  chartered  "  b.anks,  each  of  which  maintains  a  great  number  of 
branches  scattered  all  over  the  dominion,  thus  bringing  the  facili-       x^ 
ties  of  one  or  more  banks  to  the  doors  of  practically  every  inhab-r      ( 
itant.     The  business  of  discount  and  deposit  is  conducted  in  the       '. 
usual  way.  ', 

Notes.  All  of  the  banks  issue  notes,  secured  by  their  general  | 
assets  in  the  normal  manner,  but  having  a  prior  lien  ahead  of  other  , 
liabilities.  The  notes  are  further  secured  by  a  "  safety  fund  " 
held  and  administered  by  the  government,  to  which  each  bank 
contributes  an  amount  of  money  equal  to  five  per  cent  of  its  note 
issue.  In  case  of  failure  of  any  bank  to  meet  its  note  liabilities, 
the  notes  are  paid  out  of  this  fund,  which  must  then  be  brought 
back  to  five  per  cent  of  the  total  note  circulation,  either  by  sale  of 
the  assets  of  the  failed  bank  or  if  necessary  by  further  contributions 
from  the  other  banks.  Canada  thus  obtains  _jwell-nigh  perfect 
safety  for  her  bank  note  currency,  without  the  earmarking  o£ 
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goveriment Jioiids^-ctf-anjL£»ther  particular  assets  of  the  banks  as 
security. 

The  Canadjaa  hank-notes— ape.~alscL..perfectl3^  elastic.  They 
are  issued  through  the  branches  all  over  the  country  in  connectiorj 
with  the  discount  of  commercial  paper.  Each  bank  redeems  on 
demand  its  own  notes  and  also  accepts  the  notes  of  the  other 
banks,  which  are  immediately  presented  to  the  bank  of  issue  for 
redemption  through  the  clearing  houses  in  the  large  cities  and 
through  the  nearest  branches  in  the  rural  sections,  in  exactly  the 
manner  with  which  we  have  become  familiar  in  the  case  of  checks. 
The  note  circulation  thus  expands  and  contracts  in  response  to 
business  needs  with  the  same  facility  as  deposits  and  bears  the 
same  relation  to  bank  reserves.  This  emphasis  on  the  note  issues 
of  the  Canadian  banks  must  not  be  interpreted  to  mean  that  note 
issue  is  more  important  than  deposit  banking ;  on  October  31, 1928, 
of  the  $3,394  million  total  liabilities  of  the  banks  $2,754  millions 
were  deposits  and  $190  millions  were  bank  notes. 

Few  banks,  but  large  ones.  In  1890  the  system  embraced  38 
.h^nks.  These  were  mostly  large  institutions,  their  average  paid-up 
capital  being  over  $1,500,000,  and  the  law  provided  that  no  new 
bank  should  be  chartered  with  a  capital  of  less  than  $500,000,  of 
which  at  least  half  must  be  paid  up.  Since  then  the  number  of 
banks  has  steadily  diminished,  in  part  through  failures  and  liqui- 
dations, but  mainly  on  account  of  consolidations.  In  1901,  there 
were  34  banks,  ten  years  later  (1911)  the  number  was  29,  and  the 
more  rapid  decline  of  recent  years  has  brought  the  present  number 
(Maxcb-T3a^-49384"dowtt-4^-10.  At  the  sam£  tiBa€-4he-sizg~of  the 
banks  has  been  increasing,  as  well  as  the  niimber  of  their  branches. 
The  average  paid-up  capital,  which  was  over  $1,500,000  in  1890, 
had  become  practically  $2,000,000  in  1901,  nearly  $3,500,000  in 
1911,  and  is  at  present  $13,242,000.  And  there  is  an  average 
surplus  of  $14,550,000.  The  number  of  branches  was  426  in  1890, 
about  1,650  in  1907,  1,841  in  1911,  and  3,961  at  present,  besides_ 
186  outside  the  dominion.  The  total  paid-up  capital  and  surplus 
of  the  ten  existing  banks  is  $277,921,422;  their  total  resources 
are  $3,494,089,109  (figures  as  of  March  30,  1928). 
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/^fhe  record  of  the  Canadian  banking  system  for  safety  and 

/eflBciency  has  been  excellent.     Failures  have  been  few,  with  no 

I  losses  whatever  to  note  holders  and  only  moderate  losses  to  other 

J  creditors.     Banking  facilities  have  been  provided  and  extended  to 

jmeet  the  growth  of  the  country  with  truly  remarkable  success. 

The  lack  of  a  central  bank  is  compensated  by  the  small  number 

and  great  size  and  strength  of  the  individual  banks  and  by  a  certain 

supervision  and  control  over  all  the  banks  exercised  by  an  associa- 

ition  of  the  banks  themselves. 

---American  colonial  "  banks."     The  limits  of  this  book  will  not 

permit  further  investigation  of  foreign  banking  systems  but  require 

us  now  to  turn  to  the  study  of  the  banking  system  of  the  United 

States.     The  so-called  "  banks  "  of  the  American  colonial  period 

were  not  real  banks,  but  merely  "  batches  of  paper  money  "  as  one 

historian  puts  it ;  they  did  not  engage  in  the  business  of  discount 

and  deposit  and  even  in  the  issue  of  their  notes  did  not  conform  to 

the  principles  of  banking  which  our  study  has  developed.     During 

the  Revolution  and  the  years  immediately  following  a  few  real 

banks  were  founded,  which  in  addition  to  issuing  notes  made  a 

start  in  the  field  of  discount  and  deposit. 

First  Bank  of  the  United  States.  In  1791,  two  years  after  the 
formation  of  the  national  government.  Congress  established  a 
central  bank,  the  first  Bank  of  the  United  States.  This  bank, 
similar  in  its  general  make-up  to  the  Bank  of  France,  performed 
all  the  normal  functions  of  a  central  bank,  was  the  fiscal  agent  of 
the  United  States  government,  and  did  a  regular  banking  business 
with  the  general  public  in  competition  with  the  growing  company 
of  local  banks.  Its  notes  became  the  principal  circulating  medium 
of  the  country.  It  was  wisely  and  conservatively  managed,  per- 
formed its  various  functions  well,  and  exercised  also  a  salutary 
influence  over  the  local  banks,  whose  tendency  to  wild  and  un- 
sound methods  was  apparent  from  the  first.  Indeed  it  was  this 
check  upon  the  ambitions  of  the  local  bankers  and  its  competition 
with  them  that  finally  proved  the  Bank's  undoing.  Opposition 
arose,  and  Congress  eventually  failed  to  renew  its  twenty-year 
charter,  which  expired  by  limitation  in  1811. 
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Local  banks,  1811-1816.  For  the  next  five  years  the  nation's 
banking  was  wholly  in  the  hands  of  the  local  banks,  chartered  by 
the  several  states.  These  banks  increased  prodigiously  in  number. 
Relieved  of  the  restraining  influence  of  the  great  central  bank, 
the  majority  ran  wild  in  the  paths  of  reckless  and  unsound  bank- 
ing. The  currency  was  flooded  with  their  notes ;  mostly  of  doubt- 
ful redeemability,  they  failed  to  perform  satisfactorily  the  fiscal 
services  which  the  Bank  of  the  United  States  had  regularly  pro- 
vided the  government,  and  finally  in  the  financial  panic  of  1814 
the  whole  banking  structure  v/ent  to  pieces,  a  condition  made 
doubly  disastrous  as  it  came  in  the  midst  of  the  War  of  1812. 

The  second  Bank  of  the  United  States.  The  people  learned 
the  lesson,  their  misgivings  against  a  strong  central  bank  were 
overcome,  and  in  1816  the  second  Bank  of  the  United  States  was 
founded.  This  bank's  record  is  in  its  essential  features  a  repeti- 
tion of  that  of  the  first  Bank,  including  its  notable  services  to  the 
government  and  the  community  and  its  final  engulfment  in  the 
bog  of  political  cross  purposes.  Its  charter  was  not  renewed,  and 
it  closed  its  doors  in  1836.  There  was  now  a  repetition  of  the 
experiences  of  1811-1816,  and  the  banking  system  collapsed  once 
more  in  the  panic  of  1837. 

Independent  Treasury  and  local  banks.  Reestablishment  of  a 
central  bank  proving  politically  impossible,  the  United  States 
government  cut  itself  loose  from  banking  altogether  by  the  estab- 
lishment (first  in  1844  and  finally  in  1846)  of  the  Independent 
Treasury  for  the  custody  of  all  government  funds  and  the  manage- 
ment of  the  government's  financial  business.  The  public  was  left 
to  rely  for  banking  services  upon  the  local  banks.  Gradually 
some  order  came  out  of  the  chaos,  and  in  the  older  and  more 
settled  parts  of  the  country,  particularly  New  England  and  New 
York,  many  sound  banks  arose  and  became  more  or  less  closely 
associated  in  an  excellent  banking  system.  "  Wild-cat  "  banking 
continued  to  prevail  in  the  frontier  regions,  and  the  country  suf- 
fered grievously,  especially  from  the  multiplicity  of  note  issues 
of  all  degrees  of  goodness  and  badness.  Thus  things  continued 
down  to  the  time  of  the  Civil  War. 
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The  national  banking  system.  The  Civil  War  ushered  in  a  new 
chapter  in  American  banking  history.  Laws  passed  in  1863  and 
1864  provided  for  a  new  class  of  banks  chartered  by  the  United 
States  government,  thus  inaugurating  the  national  banking  system. 
The  purpose  of  Congress  in  this  legislation  was  primarily  to  aid 
the  financing  of  the  war  and  only  secondarily  to  reform  the  coun- 
try's banking  system.  In  harmony  with  the  first  purpose,  the  law 
provided  (as  amended  after  the  War)  that  each  of  the  new  national 
banks  with  a  capital  in  excess  of  $150,000  must,  before  commenc- 
ing business,  purchase  and  deposit  with  the  Treasurer  of  the 
United  States  bonds  of  the  United  States  to  the  amount  of  at 
least  $50,000  and  that  each  national  bank  with  a  capital  of  $150,000 
or  less  must  deposit  an  amount  of  bonds  equal  to  at  least  one  fourth 
of  its  capital.  Upon  the  security  of  the  United  States  bonds  so 
deposited  the  bank  was  permitted  to  issue  its  notes  in  any  amount 
not  in  excess  of  the  par  value  ^  of  the  bonds  or  the  capital  of  the 
bank.  National  banks  issue  notes  also  secured  by  the  deposit  of 
lawful  money.  By  an  act  of  1865  Congress  imposed  an  annual 
tax  of  ten  per  cent  upon  the  notes  issued  by  state  banks,  which 
high  tax  made  note  issue  unprofitable  and  reserved  that  function 
to  the  national  banks. 

There  was  also  relaxation  of  the  Independent  Treasury  system 
to  the  extent  of  permitting  deposit  of  government  funds  in  selected 
national  banks  and  the  receipt  and  disbursement  of  national  bank 
notes  by  the  Treasury. 

The  whole  banking  system.  After  the  first  few  years  the 
organization  of  the  new  national  banks  proceeded  rapidly,  and 
they  soon  assumed  a  position  of  predominance  in  the  American 
banking  system  which  they  have  since  maintained.  The  national 
banks,  the  state-chartered  banking  institutions  (state  banks,  trust 
companies,  and  savings  banks),  and  the  private  banks  have  existed 
side  by  side,  dividing  among  themselves  the  country's  banking 
business,  with  only  the  function  of  note  issue  and  the  right  to 
receive  United  States  government  deposits  the  exclusive  preroga- 

^  Originally  and  up  to  1900  the  limit  was  90  per  cent  of  the  par  value  or  market 
value,  whichever  was  smaller. 


Number 

7,691 
15,078 

1,633 
791 
616 
404 

Paid-up  capital 

1,593,856,000 

1,051,182,000 

803,328,000 

68,878,000 

8,278,000 

Total  resources 

28,508,239,000 

16,291,003,000 

15,230,896,000 

1,707,197,000 

9,688,159,000 

148,834,000 

26,213 

3,525,522,000 

71,574,328,000 
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tives  of  the  national  banks.  The  following  table  presents  a  picture 
of  the  present  American  banking  system,  representing  all  banking 
institutions  of  which  the  United  States  Comptroller  of  the  Currency 
had  received  reports  for  years  ending  on  or  about  June  30,  1926. 


National  banks 
State  (commercial)  banks 
Loan  and  trust  companies 
Stock  savings  banks 
Mutual  savings  banks 
Private  banks 


It  will  be  noted  that,  although  the  number  of  the  national  banks 
is  less  than  half  that  of  the  state  banks  and  trust  companies, 
their  aggregate  capital  and  total  resources  are  almost  as  great, 
owing  to  the  greater  average  size  and  strength  of  the  national 
banks. 

Security  for  national  bank  notes.  From  what  has  gone  before 
it  will  be  observed  that  the  notes  of  the  national  banks  are  not 
issued  freely  upon  the  security  of  their  general  assets,  in  accordance 
with  the  simple  banking  principle  as  exemplified  by  the  Bank  of 
France  and  the  Canadian  banks,  but  are  secured  by  a  particular 
class  of  assets  set  aside  for  that  purpose,  upon  the  principle  fol- 
lowed by  the  Bank  of  England.  The  United  States  law  further 
provides  for  the  safety  of  the  national  bank  notes  by  imposing  upon 
the  United  States  Treasury  the  obligation  to  redeem  any  such  note 
on  demand,  with  of  course  the  consequent  right  to  collect  the 
amount  from  the  bank  of  issue.  For  this  purpose  each  bank  is 
required  to  maintain  a  cash  fund  with  the  United  States  Treasury 
equal  to  five  per  cent  of  its  outstanding  notes.  The  holder  of  a 
national  bank  note  therefore  has  no  concern  as  to  the  soundness 
of  the  bank  of  issue,  relying  as  he  does  upon  his  claim  against  the 
United  States ;  and  the  deposit  of  bonds  is  primarily  to  safeguard 
the  Treasury  rather  than  the  note  holder. 

Elasticity  destroyed.  The  national  bank  notes  have  thus  been 
made  eminently  safe,  but  in  so  doing  their  elasticity  has  been 
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sacrificed,  just  as  in  England.  Since  government  bonds  must 
be  bought  and  deposited  before  additional  notes  may  be  issued, 
the  banks  cannot  quickly  expand  their  note  issues  in  time  of 
need.  On  the  other  hand,  the  bonds  available  for  securing  circula- 
tion bear  a  low  rate  of  interest  and  could  not  be  sold  in  large  volume 
to  purchasers  except  other  national  lands  save  at  a  serious  discount. 
The  banks  regard  this  circulation  principle  of  suflBcient  value  to 
warrant  bidding  the  two  per  cent  bonds  above  par,  and  they  are 
naturally  unwilling  to  hold  such  low-rate  bonds  without  having  the 
full  amount  of  notes  outstanding.  There  is  therefore  no  possi- 
bility of  contraction  of  note  issue  to  correspond  with  slackening 
business. 

Elasticity  in  response  to  business  needs  is  thus  lost.  On  the 
other  hand,  the  volume  of  note  issue  has  been  made  responsive  to 
the  condition  of  the  public  debt  and  the  prices  at  which  govern- 
ment bonds  could  be  bought  and  sold.  Thus  have  resulted  some 
remarkable  ups  and  downs,  quite  independent  of  the  country's 
need  of  currency.  From  April  23,1880,  to  October  2,  1890,  the  cir- 
culation of  the  national  banks  declined  from  $320,759,472  to 
$112,928,085,  a  decrease  of  sixty-two  per  cent,  during  a  decade 
marked  by  large  growth  in  the  country's  population  and  wealth 
and  extraordinary  business  expansion.  There  were  significant 
gains  in  every  other  important  item  of  the  combined  balance  sheet 
of  the  national  banks ;  individual  deposits  increased  ninety-eight 
per  cent  and  total  resources  fifty-nine  per  cent ;  only  notes  declined. 
The  cause  was  the  rapid  retirement  of  the  public  debt,  made 
possible  by  the  great  surplus  revenues  of  that  decade,  reducing 
by  more  than  one-half  the  bonds  available  to  secure  circulation 
and  sending  skyward  the  prices  of  what  remained.  An  opposite 
movement  took  place  in  the  first  decade  of  the  twentieth  century, 
when  between  June  30,  1899,  and  March  30,  1907,  the  circulation 
exactly  trebled  (rising  from  $199,358,383  to  $597,212,063).  The 
principal  cause  was  new  legislation  in  1900,  which  affected  the 
public  debt  and  the  profitableness  of  note  issue  and  authorized 
a  lower  capitalization  for  national  banks,  thus  permitting  their 
number  to  expand  in  smaller  towns  with  consequent  need  for 
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charter  bonds.  The  national  bank  notes  have  thus  not  only  failed 
to  aid  the  country's  business  by  a  normal  elasticity  but  have  been 
a  disturbing  influence  on  account  of  the  wide  and  irresponsible 
fluctuations  in  volume  to  which  they  have  been  subject. 

Artificial  value  of  government  bonds.  The  Currency  Act  of 
1900,  to  which  reference  is  made  in  the  previous  paragraph,  pro- 
vided among  other  things  for  the  ultimate  refunding  of  the  exist- 
ing United  States  debt  into  a  class  of  bonds  paying  two  per  cent 
interest  and  known  as  the  "  Consols  of  1930."  During  the  fol- 
lowing decade  refunding  proceeded  rapidly,  and  on  May  31,  1911, 
four  fifths  of  the  total  interest-bearing  debt  was  in  the  two  per 
cent  bonds,  either  the  Consols  of  1930  or  the  new  Panama  Canal 
bonds.  Now  no  government  in  the  world  could  borrow  at  the 
rate  of  two  per  cent,  without  some  artificial  advantage.  The 
advantage  enjoyed  by  the  United  States  was  the  utility  of  its 
bonds  to  the  national  banks  to  secure  their  circulation  and  the 
legal  compulsion  upon  all  national  banks  to  own  bonds  equal  in 
general  to  one  fourth  of  their  capital.  By  this  time  the  debt  of 
the  United  States  had  been  so  reduced  that  there  were  barely 
enough  bonds  to  meet  the  requirements  of  the  national  banks. 
On  May  31,  1911,  the  situation  was  thus : 

Interest-Bearing  Debt  of  the  United  States,  May  31,  1911 

Two 
per  cent  bonds       Other  bonds  Total 

Interest-bearing  debt  $730,882,130  $182,435,360  $913,317,490 
Deposited  by  national  banks 

to  secure  circulation                     659,617,720  37,823,580  697,441,300 

Percentage  of  total  so  deposited           90%  21%  76% 

The  national  banks  were  using  three-fourths  of  the  entire  interest- 
bearing  debt  of  the  United  States  to  secure  their  note  issues ;  of 
the  two  per  cent  bonds  they  had  nine-tenths.  This  artificial 
position  of  the  two  per  cents  has  continued  down  to  the  present. 
In  1911,  the  defects  of  the  bond-secured  notes  having  become 
evident,  the  United  States  adopted  the  policy  of  making  its  future 
loans  by  means  of  bonds  and  notes  not  available  for  bank  note 
security,  and  the  national  banks  have  ever  since  been  limited  to 
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those  classes  of  bonds  only  which  were  in  existence  on  May  31, 
1911.  Since  then  all  of  these  bonds  except  the  two  per  cents  have 
been  retired,  and  there  were  on  June  30,  1928  available  for  securing 
circulation  only  $674,625,630  of  two  per  cent  bonds,  of  which  the 
national  banks  had  deposited  for  securing  circulation  $665,658,650 
millions,  or  98.67  per  cent. 

Here  then  is  an  artificial  market,  which  has  regularly  absorbed 
nearly  the  whole  stock  of  United  States  two  per  cent  bonds  and 
given  them  a  value  far  above  their  worth  as  an  investment  only. 
During  recent  years  the  amount  of  bonds  on  deposit  to  secure 
national  bank  notes  has  been  very  steady,  with  a  slight  increase, 
in  recent  years : 

On  December  1,  1925  $666,087,630 

On  December  1,  1926  666,278,180 

On  December  1,  1927  666,830,210 

On  November  1,  1928  667,168,440 

All  eligible  bonds  that  appear  on  the  market  are  snapped  up  by  the 
banks.  Although  the  bonds  bear  but  two  per  cent  interest,  they 
have  been  selling  above  par  for  several  years,  in  spite  of  the  fact 
that  the  number  of  national  banks  has  decreased  in  the  above 
interval  from  8114  to  7704  through  failure  and  conversion  to  or 
amalgamation  with  state  banks  —  events  which  tend  to  throw 
many  bonds  on  the  market.  Meantime  the  national  banks  have 
had  the  continuing  permission  to  sell  these  bonds  to  the  federal 
reserve  banks  at  par,  but  they  have  not  used  this  option,  because 
of  the  value  attached  by  them  to  the  note  issue  privilege.  The 
national  banks  have  been  making  a  stiff  fight  to  maintain  the  note 
issue  privilege  and  to  prevent  the  two  per  cent  consols  of  1930 
being  paid  off  or  refunded  into  bonds  without  the  note  issue 
privilege. 

A  nation  of  small  local  banks.  In  addition  to  the  absence  of 
an  elastic  bank  note  currency,  there  has  been  lacking  in  the 
United  States  until  1913  any  system  of  centralized  banking  re- 
serves, such  as  is  provided  in  most  countries  by  the  central  bank 
and  in  Canada  by  a  small  group  of  large  and  powerful  banks  with 
their  far-reaching  svstem  of  branches.     The  United  States  has 
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been  the  country  par  excellence  of  small  independent  local  banks. 
Branch  banking  was  until  recently  forbidden  by  law  to  the  national 
banks  and  in  most  states  to  the  state  banks  and  trust  companies. 
A  glance  at  the  table  on  page  484  will  show  that  (omitting  the 
savings  banks  and  private  banks)  the  nation's  commercial  banking 
business  is  in  the  hands  of  more  than  24,000  local  banking  institu- 
tions, with  an  average  paid-up  capital  of  only  $144,000,  and  aver- 
age resources  of  $2,460,000.  Compare  this  with  the  situation  in 
Canada,  where  there  are  only  10  banks,  with  an  average  paid-up 
capital  of  nearly  13  millions  and  total  resources  averaging  nearly 
350  millions. 

In  recent  years  the  decentralized  structure  of  banking  in  the 
United  States  is  rapidly  changing,  and  the  country  seems  to  be  on 
the  threshold  of  a  tremendous  transformation  of  all  its  financing 
machinery.  The  first  big  step  in  this  direction  was  the  establish- 
ment of  the  federal  reserve  system  in  1913,  which  will  be  de- 
scribed later  in  this  chapter.  In  California  and  certain  other  states 
the  state  law  has  permitted  branch  banking,  and  great  systems  of 
branches  have  been  developed,  state-wide,  county-wide,  or  city- 
wide.  This  competition  finally  forced  Congress,  after  a  long  and 
bitter  legislative  struggle,  to  grant  to  the  national  banks  certain 
branch-bank  powers.  The  McFadden  Act  of  1927  provides  that 
in  any  state  which  permits  branch  banking,  both  national  and  state 
bank  members  of  the  federal  reserve  system  may  establish  and 
maintain  branches  within  the  limits  of  the  city  where  the  parent 
bank  is  located.  The  act  says  nothing  as  to  the  number  of  such 
branches  which  a  state  bank  member  may  establish,  but  national 
banks  are  restricted  as  follows  :  no  national  bank  branches  are  to  be 
established  in  cities  of  less  than  25,000  population,  not  more  than 
one  such  branch  may  be  thus  established  where  the  population  of 
such  municipality  does  not  exceed  50,000  nor  more  than  two  for  a 
population  up  to  100,000;  above  that  the  number  rests  in  the 
discretion  of  the  Comptroller  of  the  Currency.  No  bank  may 
become  either  a  national  bank  or  a  state  member  bank  without 
first  relinquishing  any  such  forbidden  branches  established  after 
the  date  of  the  approval  of  the  act.     If  a  state  bank  is  hereafter 
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converted  into  or  consolidated  with  a  national  bank  or  if  two  or 
more  national  banks  are  consolidated,  such  a  converted  or  consoli- 
dated bank  may,  with  respect  to  any  of  such  banks,  retain  and 
operate  any  of  their  branches  which  may  have  been  in  lawful 
operation  at  the  date  of  the  approval  of  the  act. 

Since  the  passage  of  this  law  branch  banking  has  become  the 
normal  thing  in  the  leading  cities,  by  both  national  and  state 
banks.  Another  recent  development,  of  probably  still  greater 
import,  is  the  establishment  of  elaborate  "  chains  "  or  "  groups  " 
of  banks,  held  together  by  various  devices,  the  most  common  being 
a  holding  company.  These  chains  are  state-wide  or  district-wide, 
and  some  promise  soon  to  become  nation-wide.  Many  expect 
these  chains  to  be  converted  to  branch-bank  systems  sometime  later 
when  enabling  legislation  is  passed.  Centralization  of  banking  is 
also  developing  through  bank  consolidations ;  there  are  now  several 
banks  with  resources  above  a  billion  dollars  each,  and  in  addition 
most  of  the  large  banks  have  several  affiliated  financial  corpora- 
tions, such  as  bond  houses,  investment  trusts,  and  financing 
institutions. 

The  need  of  elastic  currency  and  centralized  reserves.  Because 
of  the  great  extent  of  territory,  the  wide  diversity  of  industries, 
and  the  predominant  position  of  agriculture,  the  need  of  an  elastic 
bank  note  currency  and  a  system  of  centralized  reserves,  to  which 
general  reference  has  already  been  made,  is  particularly  urgent  in 
the  United  States.  Until  the  foundation  of  the  federal  reserve 
system  in  1913,  this  need  was  not  met.  Struggling  to  cope  with 
the  situation  as  best  they  might,  the  banks  in  the  country  dis- 
tricts and  smaller  towns  and  cities  developed  the  custom  of  de- 
positing as  much  of  their  resources  as  they  felt  they  could  spare 
in  periods  of  slack  business  with  banks  in  the  large  cities  of  their 
respective  regions.  These  city  banks  in  their  turn  made  deposits 
in  other  larger  cities.  Thus  were  set  up,  as  it  were,  little  rivulets 
of  currency  springing  from  sources  all  over  the  country,  uniting 
in  the  cities  to  form  larger  streams,  joining  again  into  still  larger, 
till  eventually  a  mighty  flow  of  money  poured  into  the  banks  of  a 
few  financial  centres,  the  greatest  of  all  being  New  York  City. 
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This  flow  of  deposits  was  encouraged  by  the  wilHngness  of  the 
large  city  banks  to  pay  interest  at  a  moderate  rate  upon  deposits 
of  other  banks.  The  funds  so  obtained  were  loaned  by  the  city 
banks  to  their  customers,  a  considerable  part  being  used  for  stock 
market  speculation.  On  the  other  hand,  when  a  succeeding 
period  of  business  activity  opened  up  larger  opportunities  for  the 
outlying  banks  or  when  a  crisis  threatened,  they  demanded  the 
return  of  their  reserves,  and  the  flow  of  currency  was  reversed. 
This  forced  the  city  banks  to  call  in  their  loans  and  contract  their 
deposits  and  caused  a  state  of  monetary  stringency  in  these  cities. 
This  ebb  and  flow,  besides  its  minor  variations,  had  a  great  annual 
cycle  on  account  of  the  need  of  currency  for  harvesting  and  market- 
ing the  crops.  In  the  spring  there  was  a  period  of  easy  money,  a 
flow  of  currency  to  New  York  and  a  few  other  centres,  low  interest 
rates,  and  encouragement  to  speculation  in  these  cities.  In  the 
late  summer  and  fall  money  flowed  back  to  the  country,  while  in 
the  centres  monetary  stringency  prevailed  and  interest  rates  soared. 

It  will  be  seen  that,  in  a  sense,  the  great  city  banks,  particularly 
in  New  York,  undertook  to  perform  the  services  of  a  central 
reserve  reservoir.  But  they  were  fatally  handicapped  by  their 
great  number,  their  independence  of  each  other,  their  lack  of  any 
branch  organization,  and  their  inability  to  expand  and  contract 
their  credit  in  the  form  of  notes.  Moreover  they  were  unwilling 
to  accept  the  responsibility  of  their  position  to  the  extent  of  keep- 
ing adequate  reserves.  The  result  was  inevitable.  Alternating 
periods  of  surplus  currency  and  monetary  stringency  were  the 
normal  thing ;  inability  of  the  outlying  banks  to  obtain  the  return 
of  their  reserves  in  time  to  avoid  disaster  was  common ;  bank 
failures  and  business  failures  were  all  too  numerous;  financial 
panics  and  crises  were  made  more  frequent  and  more  severe.  The 
situation  grew  steadily  more  intolerable  with  the  development  of 
the  country's  wealth  and  industry,  until  at  last  a  remedy  was 
sought  in  the  federal  reserve  system  which  became  law  on  December 
23,  1913. 

The  federal  reserve  systepi :  organization.  The  federal  reserve 
system  furnishes  the  United  States  a  centralized  banking  organ- 
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ization,  performing  in  general  those  functions  of  a  central  bank 
which  have  been  previously  outlined  and  illustrated  by  reference 
to  the  Bank  of  France  and  the  Bank  of  England.  The  American 
system  is,  however,  peculiar  in  many  respects.  The  essential 
features  of  its  structure  are  as  follows. 

The  whole  country  is  divided  into  twelve  "  federal  reserve  dis- 
tricts," with  a  "  federal  reserve  bank  "  located  in  a  certain  city  in 
each  district.     The  districts  are  distinguished  by  numbers,  the 
following  being  a  list  of  the  districts  and  their  respective  central 
reserve  cities:    1,  Boston;    2,  New  York;    3,  Philadelphia;    4,"*""^^ 
Cleveland  ;   5,  Richmond  ;  6,  Atlanta ;   7,  Chicago ;   8,  St.  Louis ;      ) 
9,  Minneapolis ;   10,  Kansas  City ;   11,  Dallas;   12,  San  Francisco. 
Each  federal  reserve  bank  is  permitted  to  establish  branches  and 
agencies  located  in  cities  in  its  district  and  abroad.     At  present    ' 
there  are  25  branches  and  2  agencies.     The  accompanying  map 
(Figure  27)  shows  the  boundaries  of  the  several  districts  and  the   ( 
location   of   the  federal  reserve  banks  and  their  branches  and 
agencies.^ 

Each  federal  reserve  bank  is  a  corporation,  and  its  stock  is  all 
owned  by  the  individual  banks  within  its  district  which  have  come 
into  the  system.  These  banks  are  known  as  "  member  banks." 
Every  national  bank  is  required  b}'  law  to  be  a  member,  but 
membership  is  optional  for  the  state  banks  and  trust  companies. 
On  December  31,  1928,  there  were  8,837  member  banks  of  which 
7,629  were  national  banks  and  1,208  were  state  banks  and  trust 
companies.  About  seven  per  cent  of  the  state  banks  and  trust 
companies  are  members,  but  this  seven  per  cent  represents  fifty- 
nine  per  cent  of  the  total  resources  of  all  the  state  banks  and  trust 
companies,  showing  that  the  largest  and  strongest  institutions  have 
pretty  generally  come  in. 

At  the  head  of  the  whole  system  stands  the  Federal  ResecBC 
Board,  composed  of  the  Secretary  of  the  Treasury,  the  Comptroller 
of  the  Currency,  and  six  other  members  chosen  by  the  President 
of  the  United  States.     Its  office  is  in  Washington.     Each  federal 

1  At  present  there  are  two  agencies,  operated  by  the  Federal  Reserve  Bank  of 
Atlanta  and  located  at  Savannah,  Georgia,  and  Havana,  Cuba. 
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reserve  bank  is  managed  by  a  board  of  nine  directors,  of  whom  six  are 
chosen  by  its  member  banks  and  three  by  the  Federal  Reserve  Board. 

Functions.  The  banking  business,  of  the  federal  reserve  sj^stem 
is  conducted  by  the  twelve  federal  reserve  banks.  They  rediscount 
paper  for  their  member  banks,  they  hold  deposits  of  the  member 
banks,  they  issue  notes,  and  they  act  to  a  certain  extent  as  fiscal 
agents  of  the  United  States  government.  They  are  permitted 
also  certain  dealings  with  the  general  public,  but  their  principal 
business  is  with  their  respective  member  banks,  with  the  govern- 
ment, and  with  each  other.  Although  it  might  appear  that  instead 
of  a  centralized  banking  system  for  the  nation  the  United  States 
has  twelve  central  banks  each  in  its  own  district,  the  fact  is  that 
the  Federal  Reserve  Board,  through  its  appointment  of  three 
directors  of  each  district  bank  and  the  other  powers  over  their 
banking  business  which  the  law  gives  it,  exercises  a  very  real  control 
and  makes  the  system,  in  spite  of  its  peculiar  district  organiza- 
tion, a  real  central  banking  institution. 

Rediscounting  and  discounting.  The  rediscounting  of  the 
federal  reserve  banks  is  in  harmony  with  the  general  principles 
with  which  the  reader  is  now  familiar.  The  law  makes  certain 
restrictions  as  to  the  kind  of  paper  that  may  be  rediscounted, 
prescribing  that  it  must  be  of  short  duration,  based  upon  com- 
mercial transactions  or  upon  loans  on  collateral  of  United  States 
government  obligations,  and  bearing  tlie  endorsement  of  a  member 
bank.  Any  member  bank  is  thus  enabled  to  strengthen  its  posi- 
tion when  necessary  by  exchanging  paper  either  for  deposits  with 
the  federal  reserve  bank  or  for  federal  reserve  notes.  The  dis- 
count dealings  with  the  public,  called  "  open-market  "  operations, 
consist  of  buying  and  selling  certain  specified  forms  of  paper,  as 
is  done  by  any  commercial  bank.  The  reserve  banks  also  have 
dealings  in  paper  with  one  another.^     Through  the  discount  rates 

1  As  a  result  of  their  rediscounts  and  open  market  operations  the  twelve  federal 
reserve  banks  held  on  November  20,  1929  : 

Bills  discounted,  secured  by  government  obligations $429,160,000 

Other  bills  discounted 470,398.000 

Total  bills  discounted §899,558.000 

Bills  bought  in  open  market $283,831,000 
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of  the  reserve  banks,  the  federal  reserve  system  has  an  important 
influence  upon  the  nation's  discount  market,  but  it  has  never 
approached  in  this  respect  the  predominant  position  held  by  the 
Bank  of  England,  the  Bank  of  France,  and  other  great  central 

banks.- — 

Deposits.  The  federal  reserve  banks  receive  ordinary  deposits 
only  from  their  member  banks,  foreign  banks,  and  the  United 
States  government,  but  deposits  for  the  purposes  of  exchange  and 
collection  are  received  also  from  other  federal  reserve  banks  and 
from  state  banks  and  trust  companies  which  are  not  members  of  the 
system.  Against  its  deposits  each  federal  reserve  bank  is  required 
normally  to  keep  a  reserve  of  gold  or  lawful  money  of  at  least 
thirty-five  per  cent. 

Each  member  bank  is  required  to  keep  with  the  reserve  bank  of 
its  district  a  deposit  not  less  than  a  certain  percentage  of  its  own 
v-  deposits ;  namely,  three  per  cent  for  time  deposits,  and  either  seven, 
\  ten,  or  thirteen  per  cent  for  demand  deposits,  depending  upon  the 
size  of  the  city  in  which  the  member  bank  is  located.  This  is  called 
the  bank's  "  lawful  reserve  "  and  supersedes  a  complicated  require- 
ment of  minimum  reserves  against  deposits  formerly  prescribed  by 
the  national  banking  law.^ 

Federal  reserve  notes.  TwcLkinds  of  notes  are  issued  by  the 
federal  reserve  banks.  The  federal  reserve  notes,  though  nominally 
the  obligations  of  the  United  States  government,  are  essentially 
bank  notes  of  the  normal  type,  secured  not  by  government  bonds 
but  by  eligible  paper  and  gold.  The  law  requires  each  federal 
reserve  bank  to  maintain  a  gold  reserve  against  its  notes,  which 
must  normally  be  at  least  forty  per  cent  but  which  may  on  occasion 
fall  below  that  limit,  subject  to  a  progressive  tax  upon  the  amount 
of  the  deficiency.     These  notes,  issued  in  the  process  of  the  bank's 

1  On  November  20,  1929,  the  combined  balance  sheet  of  the  twelve  federal  reserve 
banks  showed  the  following  deposits : 

Member  bank  reserve  account $2, 518, 20-, 000 

United  States  government  deposits 18,936,000 

Foreign  bank  deposits 5,480,000 

Other  deposits 19.995.000 

Total  deposits $2,562,613,000 
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redlscounting  and  open  market  operations  or  in  payment  of  its 
deposit  liabilities,  are  thus  capable  of  furnishing  an  elastic  cur- 
rency of  unquestioned  strength.  Their  amount  rose  rapidly  to 
547  millions  on  June  30,  1917.  The  federal  reserve  system  was 
then  drafted  into  the  service  of  the  war,  resulting  in  extraordinary 
issues  of  federal  reserve  notes,  whose  amount  outstanding  was 
nearly  three  and  a  half  billions  on  June  30,  1920.  Since  then  there 
has  been  a  material  decline,  but  the  federal  reserve  notes  today 
still  constitute  the  largest  single  item  in  the  monetary  circulation ; 
the  amount  outstanding  on  September  30,  1929  being  $2,332,- 
309,335,  of  which  $1,839,143,453- were  in  actual  circulation. 

Plan  to  retire  the  national  bank  notes.  It  was  evidently  the 
intent  of  the  authors  of  the  federal  reserve  act  that  the  notes  of 
the  federal  reserve  banks  should  ultimately  displace  at  least  the 
greater  part  of  the  existing  national  bank  notes,  whose  glaring 
defects  furnished  one  of  the  motives  for  the  establishment  of  the 
new  banking  system.  The  law  therefore  repealed  that  part  of  the 
national  banking  act  which  required  each  national  bank  to  invest 
a  certain  part  of  its  capital  in  United  States  bonds.  It  further 
provided  that  the  national  banks  might  sell  to  the  federal  reserve 
banks  at  par  bonds  which  they  had  deposited  to  secure  their  notes 
and  might  retire  the  corresponding  notes.  This  privilege  was 
limited  to  a  twenty-year  period  beginning  two  years  after  the 
enactment  of  the  law  (1913)  and  to  a  maximum  amount  of 
$25,000,000  a  year.  The  federal  reserve  banks,  upon  purchase  of 
sucTi  bonds,  were  permitted  to  issue  their  own  notes  secured  by  the 
bonds.  These  notes  are  called  federal  reserve  bank  notes  and  are  in 
all  essential  respects  like  the  national  bank  notes  which  they 
replaced.  As  an  alternative  to  issuing  federal  reserve  bank  notes, 
the  federal  reserve  banks  were  permitted  to  exchange  the  two  per 
cent  bonds,  thus  bought  from  the  banks,  with  the  United  Stages 
Treasury  for  new  three  per  cent  bonds  or  notes  without  the  cir- 
culation privilege. 

This  program  fully  carried  out,  assuming  the  federal  reserve 
banks  adopted  the  alternative  of  converting  the  two  per  cent  bonds 
instead  of  issuing  notes  upon  their  security,  would  have  diminished 
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the  bond-secured  bank  notes  and  also  the  United  States  two  per 
cent  debt  at  the  rate  of  $25,000,000  a  year  beginning  in  1916.  For 
about  a  year  and  a  quarter  things  went  according  to  plan.  By 
June  30,  1917,  the  two  per  cent  debt  of  the  United  States  had  been 
reduced  from  731  millions  to  675  millions  (not  all  however  due  to 
this  particular  cause) .  The  amount  of  national  bank  notes  secured 
by  United  States  bonds  declined  from  720  millions  on  December 
31,  1915,  to  668  millions  on  June  30,  1917. 

Further  progress  however  was  stopped  by  the  World  War,  dur- 
ing and  following  which  there  was  an  actual  increase  in  the  bond- 
secured  notes,  which  brought  their  amount  up  to  nearly  746 
millions  in  April,  1924,  exceeding  the  amount  in  1915  by  26  millions. 
After  that  there  was  a  decline  to  658  millions  (on  January  1,  1926),^ 
but  this  was  primarily  due  to  the  retirement  in  February,  1925, 
of  the  remaining  63  millions  of  the  four  per  cent  loan  of  1925,  the 
last  remaining  issue,  other  than  the  two  per  cents,  available  to 
secure  circulation.  Recently  the  two  per  cent  bonds  have  stood 
slightly  above  par  on  the  market,  making  the  banks  disinclined  to 
sell  their  holdings  at  par. 

"^  No  further  retirement  of  two  per  cent  bonds  has  occurred,  the 
amount  outstanding  at  the  close  of  the  year  1929  being  the  same  as 
in  1917 ;  i.e.,  675  millions.  The  federal  reserve  bank  notes  have 
never  become  an  important  part  of  the  monetary  system.  On 
September  30,  1929,  there  were  only  three  and  a  half  millions 
outstanding,  for  whose  retirement  lawful  money  had  been  de- 
posited with  the  Treasury  by  the  federal  reserve  banks.  It  is 
evident  therefore  that  the  federal  reserve  act  has  accomplished 
little  toward  the  elimination  of  the  national  bank  notes,  and  it 
appears  hardly  likely  that  it  will  be  effective  to  accomplish  much 
more  in  the  near  future  without  further  legislation. 

Doubts  have  developed  as  to  the  wisdom,  after  all,  of  eliminating 
the  national  bank  notes.  The  current  arguments  run  about  as 
follows :  These  notes  are  a  perfectly  secure  form  of  currency  and  a 

*  The  total  amount  of  national  bank  notes  outstanding  was  greater  than  this 
owing  to  the  presence  of  notes  secured  by  lawful  money,  of  which  there  were  on 
January  1,  1926,  46  millions,  making  the  total  of  national  bank  notes  outstanding 
on  that  date  not  quite  704  millions. 
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relatively  unimportant  fraction  (around  13  per  cent)  of  the  total 
currency.  The  currency  now  enjoys  all  the  elasticity  it  needs 
through  the  federal  reserve  notes.  Eliminating  the  national  bank 
notes  would  bring  but  slight  economy  in  printing,  engraving,  and 
bookkeeping  to  the  Treasury.  The  note  issue  privilege  consti- 
tutes about  the  only  advantage  which  national  banks  have  over 
state  banks,  and  it  seems  wise  to  compensate  the  national  banks 
in  every  way  possible  for  the  compulsory  character  of  their  mem- 
bership in  the  federal  reserve  system,  thus  helping  to  maintain 
the  number  and  prestige  of  the  national  banks  as  against  the  state 
banks  in  the  federal  reserve  system.  If  the  government  retires 
the  2  per  cent  bonds  and  substitutes  others  without  the  note  issue 
privilege,  the  new  bonds  will  necessarily  bear  a  higher  rate,  adding 
twelve  or  more  million  dollars'  burden  to  the  Treasury.  If  federal 
reserve  notes  are  substituted,  they  will  require  a  gold  reserve 
equal  to  40  per  cent  of  $667,000,000.  The  present  prospect  is 
that  the  rate  of  gold  production  for  the  world  will  not  be  able 
to  keep  up  with  the  physical  volume  of  trade  during  the  next  few 
decades ;  it  would  therefore  be  unwise  to  tie  up  any  of  our  present 
gold  supply  unnecessarily  as  reserve  to  additional  federal  reserve 
notes.  Moreover,  the  tendency  of  the  price  level  is  downward, 
and  withdrawal  of  the  national  bank  notes  without  substituting 
other  forms  of  currency  would  accentuate  that  decline.  To  weigh 
judicially  these  arguments  and  to  undertake  to  pass  judgment 
upon  the  question  of  policy  involved  would  carry  us  beyond  the 
scope  of  this  elementary  investigation. 

Centralized  reserves.  It  will  be  apparent  from  the  foregoing 
account  of  the  business  of  the  federal  reserve  banks  that  the  system 
is  well  adapted  to  furnish  a  central  reservoir  and  centralized  control 
for  the  country's  banking  reserves.  The  only  reserves  against 
deposits  now  required  by  law  of  the  member  banks  are  their 
deposits  with  the  federal  reserve  banks.  Of  course  the  individual 
banks  must  keep  some  cash  reserves,  in  order  to  meet  their  daily 
obligations,  but  this  is  left  to  the  discretion  of  the  particular  bank, 
and  the  amount  actually  kept  is  extremely  small.  For  example, 
in  March,  1929,  the  7,575  national  banks  had  together  363  million 
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dollars  "  cash  in  vault  "  against  "  demand  deposits  "  of  10,935 
millions  and  total  deposits  of  22,873  millions.  This  was  not  quite 
three  and  one  half  per  cent  of  demand  deposits  and  less  than  two 
per  cent  of  total  deposits.  Their  "  lawful  reserves  "  on  deposit 
with  the  federal  reserve  banks  on  this  date  were  1,405  millions, 
about  thirteen  per  cent  of  their  demand  deposits  and  six  and  three 
tenths  per  cent  of  total  deposits. 

The  federal  reserve  banks  have  on  the  other  hand  maintained 
very  large  reserves,  generally  far  in  excess  of  the  legal  requirements. 
Their  gold  holdings  have  almost  from  the  start  been  extraordinarily 
swelled  as  a  result  of  the  suspension  of  gold  payments  throughout 
most  of  the  world,  the  enormous  demand  for  American  exports, 
and  other  events  of  the  World  War.  On  November  20,  1929,  the 
gold  holdings  of  the  twelve  federal  reserve  banks  were  3,042  million 
dollars,  against  total  liabilities  for  notes  and  deposits  of  4,488 
millions,  showing  a  reserve  ratio  of  67.7  per  cent.^  The  reserve 
would  doubtless  have  been  still  larger,  had  it  not  been  for  the  policy 
of  the  Federal  Reserve  Board,  from  May,  1927,  to  November, 
1928,  to  facilitate  the  export  of  gold  to  England,  France,  Germany, 
Italy,  and  other  European  countries  which  were  trying  to  restore 
their  currencies  to  a  gold  standard  and  to  stabilize  their  price  levels, 
and  during  this  period  the  United  States  lost  around  600  millions. 
It  was  felt  that  stabilization  of  the  currencies  abroad  was  indis- 
pensable to  the  full  resumption  of  international  trade.  Moreover, 
the  inordinate  gold  hoard  in  the  United  States,  which  was  a  positive 
continuing  threat  of  price  inflation  through  bank  credit  expansion, 
was  by  the  federal  reserve  banks  "  sterilized  "  as  much  as  possible 
by  putting  it  into  circulation,  in  the  form  of  gold  certificates,  in 
place  of  federal  reserve  notes. 

Any  member  bank  may  always  meet  an  additional  need  for 
currency  by  translating  its  deposit  with  the  reserve  bank  into 
federal  reserve  notes.  Moreover,  by  the  process  of  rediscount, 
the  member  bank  in  sound  condition  may  always  increase  its 
deposit  with  the  reserve  bank  or  its  stock  of  federal  reserve  notes. 

^  For  the  details  of  the  gold  holdings  of  the  twelve  federal  reserve  banks  on  Novem- 
ber 20,  1929,  see  the  table  on  page  503. 
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Finally,  through  dealings  between  the  reserve  banks  themselves 
directed  and  controlled  by  the  Federal  Reserve  Board,  it  is  possible 
to  direct  the  flow  of  reserves  to  the  particular  districts  where  for 
the  time  being  the  need  is  urgent. 

The  reader  will  realize  how  elasticity  of  currency  has  been  made 
effective  through  the  machinery  of  rediscount,  coupled  with  the 
power  of  the  federal  reserve  banks  to  issue  an  elastic  note  currency. 
The  local  banks  are  now  able  to  meet  the  needs  of  their  customers 
for  currency  in  times  of  special  business  activity,  through  granting 
deposits  or  giving  federal  reserve  notes,  and  when  the  special  need 
is  over  the  currency  contracts  as  loans  are  paid  off,  deposits  decline, 
and  the  federal  reserve  notes  are  returned  to  the  federal  reserve 
banks  in  exchange  for  paper  previously  rediscounted  and  now 
paid  off. 

Seasonal  and  cyclical  elasticity  is  attained  not  for  volume  of 
federal  reserve  notes  but  for  total  volume  of  money  outstanding. 
Federal  reserve  banks  may  put  out  over  counter  and  to  member 
banks  gold  certificates  instead  of  federal  reserve  notes;  this 
reduces  their  reserve.  Or  they  may  pay  out  federal  reserve  notes 
for  gold  certificates  received  and  so  raise  their  reserve.  Thus  the 
actual  federal  reserve  ratio  existing  at  any  instant  of  time  does 
not  have  great  significance.  It  i^  the  practice  of  the  Federal 
Reserve  to  keep  the  reserve  ratio  about  equal  for  notes  and  de- 
posits, also  by  inter-federal-reserve-bank  rediscount  operations 
to  keep  the  reserve  ratio  of  all  twelve  banks  approximately  equal. 
Elasticity  is  also  affected  by  the  American  bank  practice,  whereby 
member  banks,  upon  receipt  of  gold  or  other  lawful  funds,  pay  off 
their  debt  to  the  federal  reserve  banks.  There  is  a  distinct  feeling 
in  American  banking  circles  that  banks  should  not  be  chronic 
borrowers  and  that  any  bank  that  does  borrow  much  or  continu- 
ously is  weakly  managed. 

Panics  and  the  Federal  Reserve.     The  United-StatesTiowHhas— 
for  the  first  time  in  its  history  an  effective  mobilization  of  reserves 
and  a  truly  elastic  currency.     Whereas  in  former  days  perfectly 
sound  liquid  banks  were  sometimes  forced  to  fail  because  they  could 
not  obtain  in  time  the  money  due  them  from  other  banks,  such  an 
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^event  is  now  virtually  inconceivable.  A  local  panic  can  no  longer 
wreck  a  sound  liquid  member  bank  or  a  series  of  banks  by  a  wild 
unreasoning  "  run "  of  depositors  to  withdraw  their  money. 
Member  banks  can  get  help  from  the  federal  reserve  banks  either 
by  rediscounting  certain  eligible  paper  or  by  borrowing  on  their 
notes  with  collateral  of  United  States  government  securities ;  but 
no  matter  how  sound  the  member  bank  may  be,  it  has  no  approach 
to  the  federal  reserve  bank  if  it  has  no  eligible  paper  or  govern- 
ment bonds  to  use  for  the  purpose.  Nor  can  state  banks  that  are 
not  members  of  the  federal  reserve  system  get  help  directly  from 
the  reserve  banks ;  they  may  however  be  able  to  borrow  from 
a  correspondent  bank  which  is  a  member  of  the  federal  reserve 
system,  and  this  member  may  procure  loan  funds  from  the  reserve 
system  for  this  purpose.  Any  soundly  managed  bank  can  now 
through  rediscount  convert  its  other  resources  into  cash  sufficient 
to  meet  any  run. 

Finally  those  nation-wide  crises  which  from  time  to  time  sweep 
over  the  country  have  been  largely  shorn  of  their  power  to  cause 
wreck  and  ruin  to  banks  and  business  houses  from  the  mere  in- 
ability to  convert  sound  liquid  assets  into  means  of  immediate 
payment.  The  power  of  the  banks,  aided  by  the  federal  reserve 
system,  to  meet  the  legitimate  credit  needs  of  their  solvent  cus- 
tomers is  almost  unlimited,  and  the  banks  can  now  come  to  the 
aid  of  the  business  community  in  time  of  trouble  without  jeopard- 
izing their  own  safety.  The  old  time  financial  panic,  in  which 
every  business  concern  and  every  bank  was  engaged  in  a  wild 
scramble  to  save  its  own  skin,  is  probably  forever  a  thing  of  the 
past. 

The  federal  reserve  system  has  failed  to  achieve  certain  ends 
contemplated  by  its  founders.  Among  the  much-advertised 
purposes  was  the  decentralization  of  bankers'  balances  and  the 
divorce  of  commercial  banking  from  the  stock  market.  The 
founders  of  the  system  failed  to  realize  that  the  system  of  re- 
deposited  bankers'  balances  rested  upon  deeper  causes  than  the 
law  which  permitted  redepositing.  It  is  inherent  in  the  very 
nature  of  a  decentralized  system  of  thousands  of  independent 
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banks.  Correspondent  relationships  were  not  ended  by  the  es- 
tablishment of  the  federal  reserve  system ;  in  fact  bankers 
balances  are  now  bigger  than  ever  before,  and  New  York  City  is 
more  and  more  the  financial  centre  of  the  United  States.  The 
federal  reserve  banks  have  not  been  able  to  perform  all  the  services 
formerly  done  by  the  correspondent  banks,  through  incapacity 
or  legal  inhibition  or  indifference.  The  failure  of  the  federal 
reserve  banks  to  pay  interest  on  deposit  balances  results  in  mini- 
mum balances  being  kept  there ;  the  rest  is  deposited  with  corre- 
spondents or  loaned  in  the  open  discount  market  or  in  the  call 
loan  market.  The  growth  of  stock  brokers'  loans  the  last  few 
years  has  been  one  of  the  most  spectacular  and  important  banking 
phenomena  of  the  decade,  and  interior  banks  from  all  parts  of  the 
country  have  sent  vast  funds  for  the  purpose. 

A  national  system  of  clearing.     The  federal  reserve  systemN 
has  also  become  a  national  clearing  house  for  settling  the  claims  i 
of  the  reserve  banks  against  each  other  and   for  collection  of 
checks,  drafts,  and  other  claims  of  the  individual  banks  against 
out  of  town  banks. 

The  federal  reserve  collection  system  is  far  from  universal,  how- 
ever; in  fact,  it  has  declined  in  universality  since  1922,  when 
maximum  efforts  were  made  to  extend  it.  In  May,  1929,  there 
were,  for  instance,  8,758  member  banks  and  12,466  non-member 
banks  on  the  par  list.  A  bank  on  the  par  list  is  one  that  will 
remit  at  par  for  checks  sent  to  it  by  the  federal  reserve  banks  for 
payment ;  all  member  banks  are  legally  obliged  to  do  that ;  the 
other  banks  may  voluntarily  agree  to  remit  at  par,  or  the  federal 
reserve  bank  may  find  means  through  another  bank  in  the  town  to 
collect  at  par ;  nevertheless  there  were  3,901  banks  from  which  the 
federal  reserve  banks  were  not  able  to  collect  at  par.  When  checks 
are  sent  to  the  federal  reserve  bank  for  collection,  credit  is  made  to 
the  depositing  bank's  collection  account  at  par,  but  the  amount 
of  the  check  does  not  become  available  for  draft  or  for  reserve 
purposes  until  time  has  elapsed  sufficient  on  the  average  to  allow 
for  its  collection  and  the  remittance  of  the  proceeds  to  the  federal 
reserve  bank.     In  spite  of  its  imperfections,  however,  this  mecha- 
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nism  is  far  more  effective  than  anything  that  ever  existed  in  the 
country  before.  It  secures  collection  generally  at  par  without 
charge  in  the  shortest  possible  time  and  with  a  remarkably  small 
transfer  of  actual  money,  thus  doing  away  with  what  was  formerly 
a  cause  of  much  delay  and  heavy  expense  to  the  public. 

The  government's  financial  business.  The  reader  will  recall 
that,  following  the  banking  collapse  in  1837,  Congress  established 
the  Independent  Treasury  system,  whereby  the  United  States 
government  undertook  to  keep  its  own  moneys  and  handle  all  its 
financial  business  without  the  aid  of  the  banks.  It  will  also  be 
recalled  that  with  the  later  establishment  of  the  national  banking 
system  the  Independent  Treasury  law  was  relaxed  to  the  extent 
of  permitting  deposit  of  government  funds  in  selected  national 
banks.  The  government  has  thus  conducted  its  financial  business 
through  the  Treasury  at  Washington,  sub-treasuries  located  in 
nine  principal  cities,  and  the  offices  of  the  mint,  with  the  aid  of  a 
variable  number  of  national  bank  depositories.  The  system  has 
always  been  an  anomaly,  unlike  anything  to  be  found  among  other 
important  nations,  and  fraught  with  danger  to  the  country's 
monetary  stability.  Use  of  national  bank  depositories,  chosen 
from  the  thousands  of  such  banks,  has  been  inconvenient,  wasteful, 
and  politically  insidious. 

The  federal  reserve  act  accordingly  provided  that  the  funds 
of  the  United  States  (with  certain  exceptions)  might  be  deposited 
with  the  federal  reserve  banks  and  that  these  banks  might  be 
required  to  act  as  fiscal  agents  for  the  Treasury,  The  Treasury 
was  at  first  slow  to  avail  itself  of  these  facilities,  but  the  exigencies 
of  the  World  War,  in  particular  the  conduct  of  the  government's 
loans  and  the  handling  of  the  funds  so  obtained,  soon  compelled 
the  utmost  reliance  upon  the  federal  reserve  system,  whose  chief 
activities  became  concentrated  upon  its  function  as  fiscal  agent 
of  the  United  States.  At  the  same  time  the  number  of  bank 
depositories  was  also  greatly  increased,  and  many  "  special  de- 
positories "  are  still  used  in  connection  with  the  government's 
borrowing  operations.  In  1921,  under  authority  of  a  law  of  1920, 
the  sub-treasuries  were  abolished  as  no  longer  required,  and  the 
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Treasury  Is  making  progress,  slowly  to  be  sure,  toward  curtailing 
its  reliance  upon  the  local  banks  and  concentrating  its  fiscal  busi- 
ness in  the  hands  of  the  federal  reserve  banks.  As  illustrating 
the  present  situation,  it  may  be  noted  that  on  October  23,  1929, 
the  assets  in  the  "  general  fund  "  of  the  United  States  Treasury 
amounted  to  384  million  dollars,  of  which  38  m  llions  were  on 
deposit  in  federal  reserve  banks,  187  millions  in  "  special  deposi- 
tories," 28  millions  in  national  banks,  2  millions  deposited  abroad, 
and  the  balance,  130  millions,  in  the  custody  of  the  Treasury 
itself.^  The  federal  reserve  system  has  still  greater  possibilities 
for  service  to  the  United  States  Treasury  than  have  yet  been 
availed  of. 

Statement  of  the  federal  reserve  banks.  The  following  is  the 
combined  statement  of  the  twelve  federal  reserve  banks  on  October 
16,  1929 : 

Resources 
Gold  with  federal  reserve  agents 
Gold  redemption  fund  with  U.  S.  Treasury 
Gold  held  exclusively  against  federal  reserve  notes 
Gold  settlement  fund  with  Federal  Reserve  Board 
Gold  and  gold  certificates  held  by  banks 
Total  gold  reserves 
Reserves  other  than  gold 
Total  reserves 
Non-reserve  cash 

Bills  discounted,  secured  by  U.  S.  Government  obligations 
Other  bills  discounted 
Total  bills  discounted 
Bills  bought  in  open  market 
U.  S.  Government  securities,  Bonds 

Treasury  notes 
Certificates  of  indebtedness 
Total  U.S.  Government  securities  $    137,628,000 

23,755,000 


$1,547,526,000 

68,810,000 

$1,614,336,000 

758,685,000 

631,815,000 

$3,004,836,000 

153,523,000 

$3,158,359,000 

70,746,000 

401,458,000 

447,477,000 

$    848,935,000 

360,110,000 

37,967,000 

72,066,000 

27,595,000 


Other  securities 
Total  bills  and  securities 
Due  from  foreign  banks 
Uncollected  items 
Bank  premises 
All  other  resources 
Total  resources 


$1,370,428,000 

754,000 

1,049,813,000 

58,944,000 

9,077,000 


$5,718,121,000 

J  The  Treasury  also  keeps  in  its  own  custody  the  gold  coin  and  bullion  back  of  the 
gold  certificates,  the  gold  fund  of  the  Federal  Reserve  Board,  the  gold  reserve  against 
the  greenbacks,  and  the  silver  dollars  back  of  the  silver  certificates  and  the  Treasury 
notes  of  1890. 
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Liabilities 

Federal  reserve  notes  in  actual  circulation  $1,859,621,000 

Deposits,  Member  banks,  reserve  account  2,408,482,000 

Government  25,351,000 

Foreign  bank  5,203,000 

Other  deposits  21,591,000 

Total  deposits  $2,460,627,000 

Deferred  availability  items  937,453,000 

Capital  paid  in  166,998,000 

Surplus  254,398,000 

All  other  Uabilities  39,024,000 

Total  liabilities  $5,718,121,000 

Ratio  of  total  reserves  to  deposit  and  Federal  Reserve  note 

liabilities  combined  73.1% 
Contingent  liability  on   bills  purchased  for  foreign  corre- 
spondents $463,153,000 

The  United  States  monetary  system.  The  point  has  now  been 
reached  where  it  is  possible  to  obtain  a  view  of  the  whole  monetary 
system  of  the  United  States,  the  separate  parts  of  which  have  held 
our  attention  from  time  to  time  during  the  past  four  chapters. 
The  people  of  the  United  States  today  make  use  of  ten  kinds  of 
money;  namely,  three  kinds  of  coin  (standard,  "hybrid,"  and 
token),  tsLoforms-of  representative  money,  and  five  forms  of  credit 
money.  The  table  on  the  next  page  contains  the  list  and  shows 
also  the  location  of  each  form  of  money  as  of  September  30,  1929. 

The  present  monetary  system  is  not  the  result  of  a  logical  plan 
but  the  product  of  a  long  historical  development.  If  the  monetary 
system  were  being  now  constructed  de  novo,  there  would  be  no 
need  of  all  these  ten  kinds  of  money.  The  silver  dollars  serve  no 
useful  purpose.  They  might  be  abolished  or,  if  there  is  some  real 
desire  for  them  as  pocket  money  in  certain  parts  of  the  country, 
they  could  perfectly  well  be  transformed  into  token  coins  by 
making  them  specifically  redeemable  in  gold  and  limiting  their  legal 
tender  quality.  Whatever  might  become  of  the  silver  dollars, 
there  is  no  advantage  in  maintaining  the  silver  certificates.  The 
greenbacks  have  been  a  source  of  embarrassment  to  the  Treasury 
in  the  past,  and  they  serve  no  purpose  not  better  met  by  other 
kinds  of  money.  The  monetary  system  would  be  improved  if  the 
United   States   should   pay   them   off  and   destroy   them.    The 
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Treasury  notes  of  1890,  the  national  bank  notes,  and  the  federal 
reserve  bank  notes  are  all  historical  relics  —  anomalous  forms 
of  credit  money  whose  usefulness  is  now  superseded  by  the  federal 
reserve  notes.  Supposing  the  changes  thus  suggested  to  have  been 
made,  the  United  States  would  have  a  simplified  monetary  system 
consisting  of  just  four  kinds  of  money;  namely,  (1)  gold  coin  and 
bullion,  (2)  token  coins  of  silver  and  other  metals,  (3)  gold  cer- 
tificates, and  (4)  federal  reserve  notes.  This  monetary  system 
would  have  all  the  necessary  elements  represented  by  the  present 
ten  varieties  of  money.  While  some  of  these  changes  will  come 
slowly  if  at  all,  it  is  evident  that  monetary  development  is  in  the 
direction  of  some  such  system  as  is  thus  outlined. 


CHAPTER  XXII 
MONEY  AND  PRICES.    THE  VALUE  OF  MONEY 

Value  of  money  not  constant.  Thus  far  in  our  investigation  of 
the  problems  of  value  and  price  the  value  of  money  has  been  con- 
sidered a  constant.  This  was  a  proper  procedure,  since  value 
and  price  are  not  absolute  quantities  but  relations  between  com- 
modities and  services  arising  from  exchange.  The  value  of  any- 
thing is  the  quantity  of  some  other  thing  that  would  be  given 
in  exchange  for  it.  The  price  of  anything  is  the  quantity  of  money 
that  would  be  given  in  exchange  for  one  unit  of  it.^  In  studying 
these  relations  of  other  things  to  money,  it  has  been  convenient 
and  permissible  to  consider  the  value  of  money  itself  constant 
and  the  changes  in  the  relations  between  money  and  other  things 
as  changes  in  the  values  of  the  other  things. 

Such  a  priori  assumption  is  of  course  quite  arbitrary.  If 
one  bushel  of  wheat  exchanged  for  two  bushels  of  corn  yesterday 
and  for  three  bushels  of  corn  today,  we  may  say  that  the  value  of 
a  bushel  of  wheat  has  risen,  from  two  bushels  of  corn  to  three 
bushels,  assuming  thus  that  the  value  of  corn  is  a  constant.  But 
we  could  just  as  correctly  assume  the  value  of  wheat  constant  and 
say  that  the  value  of  a  bushel  of  corn  has  fallen,  from  one-half 
bushel  of  wheat  to  one- third  bushel.  Without  knowledge  of  the 
facts  of  the  particular  case,  the  change  in  relation  may  have  been 
due  to  a  change  in  either  corn  or  wheat  alone  or  to  changes  in  both 
of  them.  If  two  cars  happen  to  be  at  the  same  level  in  an  elevator 
shaft  and  later  it  is  found  that  car  A  is  above  car  B,  the  change  in 
relation  may  have  been  caused  by  (1)  a  movement  upward  of  A 
while  B  stood  still,  (2)  a  downward  movement  of  B  while  A  stood 
still,  (3)  an  upward  movement  of  A  and  a  downward  movement  of 

1  See  Chapter  I. 
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B,  (4)  upward  movements  of  both,  A  moving  farther  than  B,  or 
(5)  downward  movements  of  both,  B  moving  farther  than  A. 
And,  to  complete  the  case,  both  cars  might  move  the  same  distance 
either  up  or  down,  leaving  their  relative  positions  unchanged. 
So  it  is  of  the  value  relation  between  any  two  commodities. 

Nor  is  this  conclusion  altered  if  one  of  the  commodities  is  that 
one  which  has  been  accepted  as  the  money  of  the  community,  as 
a  result  of  which  it  has  become  the  custom  to  express  the  values 
and  prices  of  all  other  commodities  and  services  in  terms  of  this 
one  commodity.  Gold  is  the  commodity  which  has  been  generally 
so  accepted  by  the  modern  world.  But  gold,  although  it  is  more 
stable  in  value  than  some  other  things,  has  still  no  qualities  which 
put  it  above  the  laws  of  demand  and  supply  and  release  it  from 
the  universal  tendency  to  change  in  value.  And  the  adoption  of 
gold  as  the  money  commodity  had  no  power  to  give  a  fixed  and 
immutable  state  to  that  which  was  theretofore  subject  to  change. 
Under  a  money  economy  value  and  price  are  relations  between 
money  and  other  things,  and  a  change  in  the  price  or  value  of  any 
other  commodity  may  be  the  result  of  changes  either  in  itself  or 
in  the  money  commodity.  In  short  it  is  always  possible  that  a 
change  in  the  value  of  anything  may  be  due  to  a  change  in  the 
value  of  money. 

What  is  the  value  of  money?  This  brings  us  to  the  necessity 
of  a  workable  definition  of  the  value  of  money,  in  the  search 
for  which  it  will  be  found  convenient  to  depart  slightly  from  the 
analogj^  of  the  definition  of  value  in  general.  The  value  of  any 
commodity  may  be  expressed  in  terms  of  any  other  commodity, 
but  this  is  clumsy  and  confusing,  and  by  common  consent  we 
have  come  to  express  all  values  in  terms  of  money.  In  the  same 
way  the  value  of  money  might  be  expressed  in  terms  of  any  other 
commodity.  This  would  likewise  be  clumsy  and  unprofitable, 
but  there  is  not  here  the  same  escape.  We  cannot  obviously 
express  the  value  of  money  in  terms  of  itself.  Moreover  the  con- 
cept of  the  value  of  money,  to  be  useful,  must  not  be  its  relation 
to  some  one  commodity.  What  we  are  interested  in  is  the  relation 
of  money  to  all  other  commodities  and  services,  to  economic  goods 
in  general.     WTien  we  say  money  has  depreciated  in  value,  we 
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mean  that  it  will  not  buy  so  much ;  and  we  do  not  have  in  mind 
any  particular  commodity;  we  think  of  it  as  less  valuable  with 
respect  to  anything  and  everything  that  could  be  bought.  So 
when  money  is  of  high  value  we  mean  that  it  will  buy  much,  or 
conversely  that  much  of  other  things  must  be  offered  to  obtain 
any  given  quantity  of  money.  This  is  evidently  nothing  else  than 
what  people  mean  by  the  "  purchasing  power  "  of  money.  We 
thus  arrive  at  a  satisfactory  working  definition  of  the  value  of 
money  and  one  that  agrees  closely  with  the  popular  concept.  The 
value  of  money  is  the  quantityr^other  things  in  general  that  will_be 
exc^m^e^JnLJXtie-4m^^^^moneif-;~jix^  i^^^'rr.hq.^ing  jiQ^ppr 

How  the  value  of  money  is  measured.  But  how  is  the  value  of 
money,  or  its  purchasing  power,  to  be  measured?  The  answer 
must  be  found  in  that  which  expresses  at  once  the  relation  of  money 
to  all  other  commodities  and  services.  This  is  price,  not  the  price 
of  any  particular  thing,  but  a  composite  price  of  things  in  general, 
or  what  is  commonly  called  the  "  general  price  level."  It  is  change 
in  the  general  price  level  which  indicates  change  in  the  value  of 
money.  A  change  in  a  particular  price,  while  other  prices  remain 
substantially  the  same,  is  presumably  due  to  changes  affecting  Jtke 
particular  commodity.  But  when  the  general  price  level  rises  or 
falls,  we  may  safely  assume  that  the  cause  is  a  change  in  the  value 
of  money.  High  prices  and  cheap  money  mean  the  same  thing. 
Low  prices  and  dear  money  are  synonymous^  A^change  in  the 
general  price  level  means  an  opposite  change  in  the  value  of  money. 

Now  the  general  price  level  —  the  composite  price  of  things  in 
general  —  must  obviously  be  based  upon  some  sort  of  average  of 
the  prices  of  particular  commodities  and  services.  There  are 
various  kinds  of  averages  and  numerous  technical  problems  con- 
nected with  their  calculation,  which  w^e  shall  study  later.  For  the 
present  it  is  sufficient  to  know  that  it  is  possible  to  construct 
"  index  numbers  "  which  are  capable  of  reflecting  with  a  high 
degree  of  accuracy  changes  in  the  general  price  level  or  the  pur- 
chasing power  of  money. 

Factors  determining  the  value  of  money:  volume  of  trade. 
Our  next  problem  is  to  discover  the  forces  which  determine  the 
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value  of  money  and  to  learn  how  they  operate.  The  chief  service 
performed  by  money  is  the  making  of  exchanges.  From  the  anal- 
ogy of  demand  and  supply  and  the  value  of  commodities  in  general, 
it  should  be  evident  that  the  value  of  money  is  dependent  in  part 
upon  the  volume  of  exchanges,  since  it  is  this  that  measures  the 
need  of  money.  The  more  money  work  there  is  to  be  done,  as 
measured  by  the  volume  of  exchanges,  the  greater  is  the  need  of 
money,  and  the  greater  will  be  the  value  of  a  unit  of  it ;  and  vice 
versa.  As  our  first  step  we  conclude  that  the  value  of  money 
tejids  to  vary  directly  with  the  amount  of  trade. 

Quantity  of  currency.  It  is  by  now  a  commonplace  that  the 
value  of  a  unit  of  anything  {i.e.,  its  price)  tends  to  vary  inversely 
with  the  quantity  available  for  use,  the  result  working  out  through 
supply.  In  a  season  when  there  is  an  unusually  large  wheat  crop 
we  expect,  other  things  being  equal,  to  see  the  price  of  wheat  com- 
paratively low.  A  crop  failure  generally  leads  to  a  high  price  of 
wheat.  So  it  is  with  money ;  the  more  dollars  there  are  to  do  a 
given  amount  of  money  work,  the  less  is  the  value  of  one  dollar ; 
and  vice  versa.  In, other  words,-th^v-al«e-offfiQQ€y-t&nds-to  vary 
inversely  with  Its  quantity. 

All  of  the  money  work  however  is  not  performed  by  money, 
and  in  determining  the  value  of  money  account  must  be  taken  of 
the  other  forms  of  currency.  The  only  important  one  is  bank 
deposits  subject  to  check.  The  quantity  of  bank  deposits  has  the 
same  relation  to  the  value  of  money  as  the  quantity  of  money 
itself.  The  conclusion  of  the  previous  paragraph  should  therefore 
be  modified  to  read :  the  value  of  money  tends  to  vary  inversely 
with  the  quantity  of  currency. 

f  however,  the  quantity  of  money  and  the  quantity  of  bank 
osits  are  not  wholly  independent  magnitudes.  As  we  have 
ned,  the  amount  of  deposits  which  the  banks  have  outstanding 
overned  in  part  by  the  amount  of  their  cash  reserves.  When 
ratio  of  reserves  to  deposits  is  high,  the  banks  are  likely  to  en- 
v-v^u./age  loans  and  so  increase  their  deposits.  When  the  reserve 
ratio  is  low,  loans  are  curtailed  and  deposits  checked.  There 
tends  thus  to  be  at  least  a  rough  relation  between  reserves  and 
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deposits.  And  since  the  division  of  the  total  stock  of  money  be- 
tween bank  reserves  and  other  uses  depends  upon  habits  of  the 
people  which  have  a  certain  degree  of  persistence,  we  can  discern 
a  relation  between  the  total  quantity  of  money  and  the  deposits 
of  the  banks.  Moreover  causes  which  would  lead  to  increases  or 
decreases  in  bank  deposits,  such  as  business  activity  or  depression, 
tend  also  to  have  the  same  effect  upon  the  volume  of  money, 
principally  through  changes  in  the  amount  of  bank  notes,  and  this 
contributes  also  to  maintaining  the  relation  between  money  and 
deposits.  Therefore  it  is  not  incorrect  to  say  that  the  value  of 
money  tends  to  vary  inversely  with  its  quantity,  if  only  we  recog- 
nize that  the  relation  is  not  exact  or  invariable  but  may  be  dis- 
turbed by  other  factors.     Its  historical  verification  we  shall  see 

\/^  Velocity  of  circulation.  We  must  not  forget,  however,  that 
money,  unlike  most  other  commodities,  is  not  consumed  when 
used.  A  coin  or  note,  after  facilitating  one  exchange,  is  ready  with 
unimpaired  efficiency  to  perform  another  exchange.^  Tha^effi- 
ciency  of  a  given  quantity  of  money  to  make  exchanges  is  thus 
materially  affected  by  its  rapidity  of  turnover ;  that  is,  the  number 
of  times  on  the  average  that  a  unit  of  money  changes  hands  during 
a  certain  period  of  time,  say  a  year.  Ttjias  bppn  pstimfltpd  that 
money  changes  hands  on  the  average  in  the  United  States  about 
^5  times,  a  jfiax*_.  This  is  called  the„"  velocity  of  circulation  "  of 
money.  The  amount  of  money  work  that  can  be  done  in  a  given 
time  is  the  product  of  the  quantity  of  money  multiplied  by  its 
velocity  of  circulation,  and  changes  in  velocity  have  the  same  effect 
on  the  value  of  money  as  proportional  changes  in  its  quantity. 
This  principle  is  of  course  equally  true  of  other  forms  of  currency, 
in  particular  of  bank  deposits,  whose  velocity  of  circulation  is 
estimated  to  be  somewhere  between  50  and  60.  We  conclude 
therefore  that  the  value  of  money  tends  to  vary  inversely  with  the 
velocity  of  its  circulation  and  the  velocity  of  circulation  of  bank 
deposits. 

*  The  fact  that  paper  money  wears  out  is  not  of  significanbe,  since  the  worn-out 
notes  are  always  automatically  replaced  by  new  ones. 
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General  conclusion.  Summarizing  these  separate  conclusions, 
we  find  that  the  value  of  money  tends  to  vary  inverselj^  with  the 
quantity  of  currency  and  its  velocity  of  circulation  and  directly, 
with  the  volume  of  trade.  Since  it  is  the  general  price  level  which 
measures  the  value  of  money,  varying  inversely  with  it,  our  con- 
clusion may  equally  well  be  stated  thus :  the  general  level  of  prices 
tends  to  vary  directly  with  the  quantity  of  currency  and  its 
velocity  of  circulation  and  inversely  with  the  volume  of  trade. 

The  reader  may  possibly  be  helped  to  a  clearer  understanding  of 
these  relations  if  they  are  put  in  the  form  of  an  algebraic  equation. 
Let  M  stand  for  the  average  quantity  of  money  in  circulation 
during  the  year,  and  let  M'  denote  the  average  amount  of  bank 
deposits  subject  to  check  and  all  other  forms  of  currency.  (Prac- 
tically the  other  forms  are  insignificant  and  may  be  disregarded.) 
Let  V  and  V  denote  the  velocity  of  circulation  per  year  of  money 
and  of  other  forms  of  currency  respectively.  Let  T  stand  for  the 
volume  of  trade ;  that  is,  the  total  number  of  units  of  goods  and 
1^  /  services  exchanged  for  currency  during  the  year ;  and  let  P  repre- 
I  /  sent  the  general  price  level ;  that  is,  the  average  price  paid  for  all 
the  units  of  goods  and  services  so  exchanged.  We  then  have  the 
following  equation.: 

^   .ML±M1Z'  =  ^^ 

KThe  quantity  of  moneyonultiplied  by  its  velocity  of  circulation 
is  evidently  the  total  amount  of  money  paid  in  making  exchanges 
during  the_year.  Likewise  the^uantity  of  deposits  multiplied  by 
their  velocity  of  circulation  gives  the  total  amounts  of  payments 
by  transfer  of  deposits.^  The  sum  of  these  two  products  is  the  total 
amount  of  payments,  in  all  kinds  of  currency.  The  volume  of 
trade  multiplied  by  the  average  price  is  obviously  the  total  value 
of  all  things  exchanged  for  currency.  This  magnitude  and  the 
total  amount  of  currency  payments  are  necessarily  the  same,  and 
the  "  equation  of  exchange,"  as  it  is  called,  is  the  algebraic  expres- 
sion of  this  relation. 

1  Strictly  speaking,  M'V  includes  also  any  other  forms  of  currency  that  may  have 
been  used  and  which,  for  simplicity's  sake  and  because  of  their  practical  insignifi- 
cance in  the  problem,  we  shall  hereafter  ignore. 
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It  is  P  which  measures  the  general  level  of  prices  and  (inversely) 
the  value  of  money,  and  the  effect  upon  P  of  any  of  the  other  mag- 
nitudes is  clearly  shown  by  the  equation.  Jf  J^'e  direct  our  atten- 
tion to  the  two  most  important  factors,  M  and  f,  it  is  clear  that 
changes  in  M  tend  to  cause  similar  changes  in  P  and  changes  in  T 
tend  to  cause  opposite  changes  in  P ;  ^  which  is  the  algebraic 
expression  of  the  general  conclusion  that  a  change  m^thejuantity 
of  money  tends  to  cause  a  like  change  in  the  general  price  level  and  o_ 
change  in  the  volmm  ofjradetmds  to  cause  an  owosv^e  change  in  the 
general  price  level . 

Standard  or  fiat  money.  In  all  of  this  there  has  been  assumed 
a  monetary  system  based  upon  standard  money,  presumably  gold. 
As  we  have  previously  seen,  there  is  an  automatic  adjustment 
between  the  quantity  of  the  standard  commodity,  say  gold,  which 
is  used  as  money  and  that  which  is  devoted  to  other  uses,  so  that 
the  values  of  a  given  quantity  of  gold  coin  and  the  same  quantity 
of  gold  bullion  are  the  same.     The  present  analysis  is  therefore 


1  Qualifications.  For  the  sake  of  complete  accuracy,  we  have  to  raise  the  question 
whether  changes  in  M,  M',  and  T  will  always  work  themselves  oat  on  P  rather 
than  on  each  other  or  on  V  or  V.  A  sudden  great  increase  in  the  quantity  of  money 
might  have  an  effect  on  its  velocity  of  circulation,  money  passing  on  the  average 
more  slowly  because  of  the  greater  quantity  in  people's  possession.  A  sudden  great 
decrease  might  have  the  opposite  effect,  causing  the  limited  quantity  of  money  to 
be  turned  over  more  rapidly.  But  these  effects  would  be  only  temporary,  and  the 
habits  of  the  people  would  soon  adjust  themselves  to  the  new  circumstances.  As 
regards  the  relation  between  M  and  M'  and  T,  it  is  true  that  a  sudden  great  increase 
in  M  or  M'  would  very  probably  increase  temporarily  the  purchases  of  the  people 
and  so  increase  T.  A  corresponding  decrease  in  M  or  M'  might  decrease  T.  But 
these  influences  also  would  be  of  only  temporary  potency,  the  volume  of  a  country's 
trade  depending  on  other  and  more  fundamental  causes. 

As  regards  the  volume  of  trade,  the  situation  is  not  quite  so  simple,  for  the  reason 
that  an  increase  in  the  quantity  of  goods  exchanged  is  very  likely  to  have  a  material 
effect  in  increasing  the  amount  of  money  and  still  more  the  amount  of  deposits, 
while  a  decrease  in  trade  has  the  reverse  effects.  As  we  have  seen,  an  elastic  cur- 
rency responds  to  business  needs,  especially  through  changes  in  the  amount  of  bank 
notes  (which  are  money)  and  bank  deposits.  Changes  in  T  thus  may  cause  similar 
changes  in  M  and  M',  and  such  changes  will  offset  the  tendency  of  the  changes  in  T 
to  cause  opposite  changes  in  P.  However  it  is  certain  that  in  the  long  run  the 
effects  upon  M  and  M'  will  not  be  sufficient  entirely  to  counteract  the  effect  upon 
P,  and  we  come  to  the  conclusion  that  changes  in  the  quantity  of  goods  exchanged, 
while  part  of  their  effect  is  upon  other  quantities  in  the  equation,  will  nevertheless 
tend  to  cause  opposite  changes  in  the  price  level. 

These  qualifications  therefore  do  not  impair  the  accuracy  or  usefulness  of  the 
conclusion  as  to  the  general  relation  between  the  quantity  of  money,  the  volume  of 
trade,  and  the  value  of  money. 
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quite  in  harmony  with  our  previous  conclusion  that  the  value  of 
any  kind  of  money  is  the  intrinsic  value  of  the  standard. 

The  case  of  fiat  money  is  somewhat  different  in  that  we  have 
now  cut  loose  from  the  intrinsic  value  of  any  commodity.  This 
implies  however  no  qualification  to  the  law  of  the  value  of  money, 
which  holds  of  fiat  money  as  well  as  of  a  standard  monetary  system. 
Fiat  money  generally  develops  out  of  a  form  of  credit  money  at 
first  redeemable  in  and  as  good  as  the  standard  money.  As  its 
quantity  is  increased,  the  monetary  system  is  inflated  and,  in 
accordance  with  Gresham's  law,  the  surplus  is  drained  off  in  the 
form  of  gold,  or  whatever  the  standard  may  be.  There  may  be 
no  depreciation  of  the  credit  money  in  terms  of  standard  money, 
even  after  it  has  ceased  to  be  redeemable  and  becomes  fiat,  until 
the  time  when  its  amount  exceeds  the  total  original  quantity  of 
standard  and  fiduciary  money  and  when  it  has  driven  all  the  stand- 
ard money  out  of  circulation.  Historically  fiat  money  has  always 
been  issued  in  excess.  It  has  quickly  driven  standard  money  out 
and  has  become  itself  the  basis  of  the  monetary  system.  Its  value 
thereafter  is  determined,  as  the  value  of  money  is  always  deter- 
mined, primarily  by  its  quantity  and  the  volume  of  trade.  It 
always  depreciates  in  terms  of  the  former  standard.  And  the 
former  standard  money,  say  gold,  is  now  a  commodity  with  a  price, 
like  any  other  price,  measured  in  terms  of  the  fiat  money  unit  and 
affected  like  other  prices  as  the  depreciation  of  the  fiat  money  raises 
the  general  price  level.  As  we  have  seen,  the  United  States 
experienced  all  this  during  the  greenback  regime. 

Index  numbers.  The  economic  law  of  the  value  of  money  or 
the  general  price  level  has  been  verified  time  and  again  by  the 
facts  of  monetary  history.  Before  passing  to  this  part  of  our 
inquiry  however  we  need  to  acquire  a  more  precise  notion  of  the 
general  price  level  and  some  acquaintance  with  the  instrument 
by  which  it  is  measured  —  the  index  number. 

Of  course  all  prices  do  not  move  in  unison.  Some  rise,  while 
others  fall,  and  still  others  remain  stationary.  A  complete  picture 
of  all  price  changes  in  any  given  period  would  show  a  kaleidoscopic 
confusion  of  thousands  of  separate  and  apparently  unrelated  prices 
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rising  or  falling  or  standing  still.  Yet  there  is  such  a  thing  as  a 
general  price  movement,  just  as  there  is  a  movement  of  a  whole 
swarm  of  bees  while  the  individual  bees  are  dashing  about  in  all 
directions  in  the  utmost  apparent  confusion  and  without  seeming 
relation  to  each  other. 

IMce  relatives  and  the  index  number.  For  a  simple  example, 
let  us  consider  the  average  wholesale  prices  of  three  commodities, 
bituminous  coal,  wheat,  and  copper,  in  the  three  years  1913,  1914, 
and  1915.     Here  are  the  facts : 

Prices 

1913  1914  1915 

Coal                     $1.27  per  ton  $1.17  per  ton  $1.04  per  ton 

Wheat                     .91  per  bu.  1.04  per  bu.  1.34  per  bu. 

Copper                    .15  per  lb.  .13  per  lb.  .17  per  lb. 

Evidently  the  price  of  coal  declined  during  this  period,  the  price 

of  wheat  rose,  and  the  price  of  copper  fell  from  1913  to  1914  and 

rose  in  the  next  year.     To  measure  these  separate  price  movements 

we  may  call  one  year,  say  1913,  the  base  year  and  express  each  price 

of  each  commodity  as  a  percentage  of  the  price  of  that  commodity 

in  the  base  year.     For  example  the  prices  of  coal  were :   in  1913, 

$1.27;  in  1914,  $1.17;  in  1915,  $1.04.     Calculating  the  percentages 

1  97  117  1 04 

we  have:    j^  =1>  or  100%;    i^  =  .92,  or  92%;    ^  =  .82, 

or  82%.  If  then  we  let  100  stand  for  the  price  of  coal  in  1913,  the 
price  in  1914  relative  to  it  will  be  92,  and  the  1915  price,  82.  Such 
numbers  are  called  yrice  relatives.  By  similar  calculations  we  find 
the  price  relatives  for  wheat  and  copper  with  respect  to  their  prices 
in  1913,  and  the  whole  result  is  shown  in  the  following  table : 


Price  Rela' 

rivES 

191S 

1914 

1915 

Coal 

100 

92 

82 

Wheat 

100 

114 

147 

Copper 

100 

87 

113 

Such  a  table  might  be  continued  to  include  similar  price  relatives 
for  all  other  important  commodities,  giving  thus  a  record  of  the 
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price  changes  of  each  separate  commodity.     But  what  we  now 

desire  is  to  know  how  prices  in  general  have  changed ;    we  are 

seeking  a  record  of  changes  in  the  general  price  level.     For  this 

there  is  required  a  number  which  shall  express  for  each  year  the 

general  or  average  price  relative,  evidently  the  average  of  the 

separate  price  relatives  for  each  year.     Such  a  number  is  called 

an  index  number  and  may  be  defined  thus :    An  index  numhet 

is    a    number    which    expresses    the    general   price    level  for    any 

given  year  relative  to  the  general  price  level  of  some  year  which 

is  take?}  as  the  base  year  and  whose  general  price  level  is  reitresented 

by  loo. 

/'/(^  The  average,  simple  and  weighted.     Now  there  are  many  kinds 

'  of  averages,  and  the  particular  average  chosen  will  determine  the 

jk  character  of  the  index  number.     For  example,  we  might  employ 

'Y '^  the  simple  arithmetic  mean  of  the  separate  price  relatives  of  each 

^L,      year.     In  our  example  the  average  for  1913  is  of  course  100.     For 

'^    \  ^\  Q*^  4-114-4-  87 

/    jft914  the  simple  arithmetic  average  is  — ,  or  98.     For 

1915,  it  is  114.  Index  numbers  have  been  constructed  on  this 
principle,  but  they  have  a  serious  defect.  The  several  commodities 
which  enter  into  trade  are  not  of  equal  importance,  and  an  index 
number  which  takes  no  account  of  such  differences  is  not  an  accu- 
rate record  of  the  changes  in  the  general  price  level  or  the  purchas- 
ing power  of  money.  The  value  of  money  is  a  good  deal  more 
affected,  for  instance,  by  a  change  in  the  price  of  wheat  than  by  an 
equal  change  in  the  price  of  clover  seed. 

To  avoid  this  defect  of  the  simple  arithmetic  mean  it  is  neces- 
sary to  use  a  weighted  average  which  takes  proper  account  of  the 
relative  importance  of  the  several  commodities.  For  example 
suppose  that  in  a  given  year  the  price  of  corn  increased  four  per 
cent,  while  the  price  of  butter  increased  ten  per  cent,  and  that 
corn  was  twice  as  important  as  butter.  The  simple  arithmetic 
average  would  show  a  combined  increase   of  seven  per  cent; 

— — —  =  7.     But  this  is  not  a  true  picture,  since  no  account  is 

taken  of  the  greater  importance  of  corn.     The  average  is  corrected 
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4  +  4  +  10 
by  putting  the  figure  for  corn  in  twice :    thus =  6. 

^ .  •  ^ 

This  is  a  weighted  average  of  the  percentage  increases-  Weighting 
may  be  accomplished  in  various  ways,  the  most  satisfactory 
method  being  to  weight  the  price  movement  of  each  commodity 
according  to  the  total  value  of  that  commodity  exchanged  in  a 
given  year.  Thus  if  twice  as  much  money  is  expended  for  com- 
modity A  as  for  commodity  B  in  the  selected  year,  this  is  taken 
to  indicate  that  A  is  twice  as  important  as  B  and  should  be  given 
double  the  weight  of  B  in  the  index  number.  The  simplest  way 
to  accomplish  this  is  to  calculate  first  the  total  value  of  all  the 
goods  exchanged  in  a  given  year  and  then  to  compare  with  this 
the  value  of  exactly  the  same  quantities  of  these  goods  reckoned 
at  the  prices  of  each  of  the  other  years.  To  make  the  method 
clear,  let  us  return  to  our  previous  example.  Here  are  the  facts 
for  the  first  year : 

Yeab  1913 


Prices 
in  1913 

Coal  $1.27 

Wheat  .91 

Copper  .15 

Total  value  . 


Quantities  exchanged 
in  1913 

447  million  tons 
555  million  bu. 
812  million  lbs. 


Values  at 
1913  prices 

568  million  dollars 

505  million  dollars 

122  million  dollars 

1,195  million  dollars 


It  cost  $1,195,000,000  to  buy  these  quantities  of  these  commod- 
ities in  1913.  If  the  same  quantities  of  these  commodities  cost 
more  or  less  in  1914,  it  must  have  been  because  of  changes  in  their 
prices,  and  if  we  could  determine  what  the  cost  was  in  1914  we 
should  have  a  very  good  measure  of  the  average  movement  of  these 
prices.     This  may  be  readily  calculated,  as  follows : 


Year  1914 

Prices 

Qvxintiiies  exchanged 

Valv£s  at 

in  1914 

in  1913 

1914  wi(^ 

Coal 

$1.17 

447  milUon  tons 

523  million  dollars 

Wheat 

1.04 

555  million  bu. 

577  million  dollars 

Copper 

.13 

812  million  lbs. 

106  million  dollars 

Total  value  .     . 

1.206  million  dollars 
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Evidently  commodities  which  cost  $1,195,000,000  in  1913  were 
worth  $1,206,000,000  in  1914.  There  must  have  been  a  small  rise 
in  the  average  price  level  of  these  three  commodities. 

For  the  year  1915  similar  results  are  obtained,  as  follows : 

Year  1915 
Prices  Quantities  exchanged  Values  at 

in  1915  in  1913  1915  prices 

Coal  $1 04  447  million  tons  465  million  dollars 

Wheat  1.34  555  million  bu.  744  million  dollars 


Copper 


!l7  812  million  lbs.  138  million  dollars 


Total  value 1,347  miUion  dollars 

Again  there  has  evidently  been  a  rise  in  the  average  price  level. 
,^-  An  index  number  of  the  aggregative  type.     The  final  step  in 
deriving  a  real  index  number  of  the  prices  of  these  three  commodi- 
ties is  to  express  the  total  value  for  each  year  as  a  percentage  of 

the  total  value  in  1913.     Thus :  i^  =  1.00,  or  100% ;  jj^  = 
1.01,  or  101%;    1^  =  1.13,  or  113%.     These  percentages  are 

the  index  numbers  and  the  series  may  be  thus  expressed : 
Year  Index  number  of  prices 


1913  100 

1914  101 
1915 


113 


This  represents  an  index  number  of  the  aggregative  type.  The 
year  1913  is  the  base  year,  its  index  number  being  100.  The 
weighting  is  according  to  the  values  exchanged  in  1913.  Though 
the  same  in  our  example,  the  year  chosen  for  the  weighting  need 
not  necessarily  be  the  base  year. 

Practical  index  numbers.  The  example  used  in  the  foregomg 
explanation  was  purposely  made  simple  by  employing  only  three 
commodities.  A  practical  index  number  must  take  account  of  a 
large  number  of  articles  and  may  be  calculated  for  any  number  of 
years,  but  no  new  principle  is  thereby  involved.  It  must  also  be 
noted  that  the  weighted  arithmetic  mean,  which  we  have  used  is 
by  no  means  the  only  possible  average.     The  geometric  mean  has 
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certain  advantages,  and  the  theoretically  ideal  formula  is  more 
complicated  than  either  of  these.  It  is  not  necessary  for  us  to 
follow  this  path  further.  Fairly  satisfactory  results  are  obtained 
from  each  of  several  formulas.  The  aggregative  type  of  index 
number  which  we  have  studied  serves  well  to  bring  out  the  essential 
principles  of  index  numbers  in  general,  and  it  is  also  one  of  the  most 
important  and  on  the  whole  probably  the  best  of  the  types  in  actual 
practical  use. 

Two  of  the  most  useful  series  of  index  numbers  and  the  ones  most 
generally  used  in  the  United  States  are  those  published  by  the 
United  States  Bureau  of  Labor  Statistics.  The  first  of  these  was 
originally  published  in  1902,  since  which  time  it  has  undergone 
various  changes  from  an  unweighted  mean  of  price  relatives  to  its 
present  form,  which  is  an  example  of  the  aggregative  type  described 
above.  It  shows  the  index  number  of  wholesale  prices  for  each 
year  from  1890  to  1926  and  for  each  month  from  January,  1913 
through  1926.  The  number  of  commodities  used  has  varied  from 
time  to  time.  For  the  first  year,  1890,  there  were  192  commodities 
or  separate  series  of  quotations ;  in  1914  the  number  had  increased 
to  297  ;  in  1926  it  was  404.  The  base  year  is  1913,  and  the  weight- 
ing, utilizing  the  latest  Census  reports  of  quantities  exchanged, 
is  made  in  accordance  with  the  values  exchanged  in  the  year  1919. 
There  is  now  also  a  revised  series,  which  uses  1926  as  the  base  year 
and  is  weighted  in  accordance  with  the  values  exchanged  in  the 
three  years,  1923,  1924,  and  1925.  This  series  employs  550  com- 
modities or  price  series.  Annual  and  monthly  numbers  are  given. 
The  table  on  the  next  page  gives  these  two  annual  series.  The 
figures  in  the  second  column  under  the  1913  base  are  the  recipro- 
cals of  the  corresponding  index  numbers,  thus  showing  the  pur- 
chasing power  or  value  of  the  dollar  in  each  year  relative  to  its 
value  in  1913  (which  is  called  100). 

As  an  example  of  the  monthly  series  of  index  numbers  of  the 
United  States  Bureau  of  Labor  Statistics,  the  following  figures  are 
given  for  1928  and  1929  (new  series),  to  which  we  have  again 
added  the  reciprocals  showing  the  monthly  changes  in  the  pur- 
chasing power  of  the  dollar. 
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Wholesale  Prices  and  Value  of  Money  in  the  United  States 

(1890-1929) 


1913  Base 

1926  Base 

Year 

Index  Number 

Purchasing  Power 
OF  THE  Dollar 

Index  Number 

1890 

81 

123 

56.2 

1891 

80 

125 

55.8 

1892 

75 

133 

52.2 

1893 

77 

130 

53.4 

1894 

69 

145 

47.9 

1895 

70 

143 

48.8 

1896 

67 

149 

46.5 

1897 

67 

149 

46.6 

1898 

70 

143 

48.5 

1899 

75 

133 

52.2 

1900 

81 

123 

56.1 

1901 

79 

127 

55.3 

1902 

84 

119 

58.9 

1903 

86 

116 

59.6 

1904 

86 

116 

59.7 

1905 

86 

116 

60.1 

1906 

89 

112 

61.8 

1907 

94 

106 

65.2 

1908 

90 

111 

62.9 

1909 

97 

103 

67.6 

1910 

101 

99 

70.4 

1911 

93 

108 

64.9 

1912 

99 

101 

69.1 

1913 

100 

100 

69.8 

1914 

98 

102 

68.1 

1915 

101 

99 

69.5 

1916 

127 

79 

85.5 

1917 

177 

56 

117.5 

1918 

194 

52 

131.3 

1919 

206 

49 

138.6 

1920 

226 

44 

154.4 

1921 

147 

68 

97.6 

1922 

149 

67 

96.7 

1923 

154 

64 

100.6 

1924 

150 

67 

98.1 

1925 

159 

63 

103.5 

1926 

151 

66 

100.0 

1927 

95.4 

1928 

97.7 

1929 

97.0  * 

*  Average  of  monthly  index  numbers  of  January  to  August. 
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Wholesale  Pbices  and  Value  of  Money  in  the  United  States,  by 
Months,  1928-1929 
1928  1929 


Index 

Purchasing 

Index 

Purchasing 

Number 

Power 

Number 

Power 

OF  Prices 

OF  THE  Dollar 

OF  Prices 

OF  THE  Dollar 

January- 

96.3 

103.8 

97.2 

102.9 

February 

96.4 

103.7 

96.7 

103.4 

March 

96.0 

104.2 

97.5 

102.7 

April 

97.4 

102.7 

96.8 

103.3 

May 

98.6 

101.4 

95.8 

104.4 

June 

97.6 

102.5 

96.4 

103.7 

July 

98.3 

101.7 

98.0 

102.0 

August 

98.9 

101.1 

97.7 

102.4 

September 

100.1 

99.9 

October 

97.8 

102.3 

November 

96.7 

103.4 

December 

96.7 

103.4 

For  many  purposes  the  most  useful  way  to  present  an  index 
number  is  by  means  of  a  graph  or  curve.  The  Bureau  of  Labor 
Statistics'  annual  index  numbers  of  wholesale  prices  are  thus 
shown   in   Figure   28   below,   the  point  for   1929   being   based 
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Fig.  28.    Wholesale  Prices  in  the  United  States 
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upon  the  average  of  the  monthly  index  numbers  of  January  to 
August. 

There  are  many  other  practical  index  numbers,  computed  and 
published  by  various  agencies  in  America  and  Europe,  using 
various  formulas  and  relating  to  the  prices  of  selected  groups  of 
commodities  in  the  respective  countries.  The  United  States 
Bureau  of  Labor  Statistics  publishes  periodically  index  numbers 
for  the  leading  foreign  countries.  An  interesting  weekly  index 
number  of  American  wholesale  prices  is  computed  and  published 
in  the  newspapers  by  Professor  Irving  Fisher. 

Historical  verification.  We  are  now  in  position  to  appreciate 
the  historical  data  illustrating  and  confirming  the  economic  law 
of  the  general  price  level  and  the  value  or  purchasing  power  of 
money.     These  data  are  at  hand  in  embarrassing  abundance. 


1810  1820   1830   1840   1850   1860  1870   1880   1890  "  1900  1910   1920 

Fig.  29.    Wholesale  Prices  in  the  United  States.^ 


1930 


^  The  index  numbers  for  this  diagram  were  supplied  in  part  by  The  National 
Industrial  Conference  Board.  Index  numbers  from  1810-1840  were  compiled  by 
the  Russell  Sage  Foundation ;  from  1840-1929  by  the  United  States  Bureau  of 
Labor  Statistics. 
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Many  of  the  incidents  referred  to  in  previous  chapters  on  money 
will  now  be  recognized  as  illustrations  of  this  law.  It  will  suffice 
for  our  present  purpose  to  cite  only  a  few  examples,  taken  from 
the  monetary  history  of  the  United  States  since  1860.  As  an  aid 
to  this  inquiry  we  have  combined  several  series  of  index  numbers 
to  give  the  graph  in  Figure  29  (on  the  preceding  page).  "^^^^ 

An  increase  in  the  quantity  of  money :  fiat  money.  At  the  end 
of  the  fiscal  year  1861  (that  is,  June  30,  1861)  the  total  monetary 
stock  of  the  United  States,  as  calculated  by  the  Treasury  statisti- 
cians, was  488  million  dollars.^  During  the  next  three  years  there 
were  issued,  in  connection  with  the  financing  of  the  Civil  War, 
447  million  dollars  of  United  States  notes  or  greenbacks,  23  mil- 
lions of  similar  notes  of  denominations  less  than  one  dollar,  called 
"  fractional  currency,"  and  169  millions  of  various  other  forms  of 
government  fiduciary  money.  These  issues,  in  combination  with 
certain  other  monetary  changes,  brought  the  total  monetary 
stock  to  1,063  million  dollars  in  1864.  Thus  in  three  years  the 
quantity  of  money  was  more  than  doubled.  The  result  upon  prices 
and  the  value  of  money  was  in  harmony  with  the  economic  law. 
The  wholesale  price  level  nearly  doubled,  rising  from  88  in  1861  to 
167  in  1864.  Reciprocally  the  purchasing  power  of  the  dollar 
declined  from  114  to  60. 

The  greenbacks  were  from  the  first  irredeemable  fiat  money. 
Except  on  the  Pacific  coast,  they  expelled  most  of  the  gold  and 
silver  from  circulation  and  were  themselves  the  basis  of  the  mone- 
tary system.  They  depreciated  in  terms  of  gold,  the  depreciation 
being  generally  fairly  proportional  to  the  rise  in  the  general  price 
level.  For  example,  it  required  during  1864  on  the  average  203 
dollars  in  greenbacks  to  buy  100  dollars  in  gold  coin  or  an  equiva- 
lent weight  of  gold  bullion. 

A  decrease  in  the  quantity  of  money.     During  the  next  four 

*  In  the  present  discussion  the  figures  of  total  monetary  stock  of  the  United 
States  do  not  include  the  "minor  coins,"  though  they  do  include  the  token  coins  of 
silver.  For  a  more  refined  investigation  it  would  be  desirable  to  use,  not  the  total 
monetary  stock,  but  only  such  money  as  is  in  "circulation"  or  is  the  basis  of  other 
currency  in  circulation.  However  for  the  sake  of  the  broad  conclusions  which  we 
are  seeking  and  in  view  of  the  fact  that  we  are  taking  account  of  money  only,  not 
deposits,  the  use  of  figures  of  the  total  monetary  stock  is  sufficiently  accurate. 
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years  (1864-1868)  conditions  were  reversed.  There  were  material 
reductions  in  the  volume  of  greenbacks,  state  bank  notes,  other 
forms  of  fiduciary  money,  and  gold  coin,  offset  in  part  by  increases 
in  national  bank  notes  and  fractional  currency,  the  net  result  being 
a  decrease  in  the  total  monetary  stock  from  1,063  million  dollars 
to  888  millions.  The  decline  in  the  quantity  of  money  tended  to 
lower  the  general  price  level,  an  eifect  which  was  also  promoted  by 
the  growth  in  trade  after  the  war.  The  joint  effect  was  a  drop  in 
the  index  number  from  167  in  1864  to  142  in  1868.  Considered 
as  a  change  in  the  value  of  the  dollar,  this  indicates  an  advance  in 
its  purchasing  power  from  60  to  70.  The  depreciation  of  the  paper 
money  in  terms  of  gold  also  became  less.  In  1868  it  took  140 
dollars  in  greenbacks  to  buy  100  dollars  in  gold,  whereas  it  required 
203  dollars  in  1864. 
y/^ka.  increase  of  trade.  The  effect  of  increased  trade  stands  out 
even  more  clearly  in  the  history  of  the  next  decade.  From  1868  to 
1879  the  total  quantity  of  money  remained  fairly  stable  as  com- 
pared with  the  preceding  years.  There  was  a  gradual  increase, 
from  888  to  1,034  millions.  This  increase  in  the  quantity  of 
money,  other  things  being  equal,  would  presumably  have  caused 
a  moderate  rise  in  prices.  But  other  things  were  not  equal.  _JThe_ 
country  was  growing  rapidly  in  population  and  wealth,  and  trade 
was^xpanding^__An  increase  in  the  volume  of  trade,  as  the  reader 
will  recall,  tends  to  cause  a  fall  in  prices,  and  the  increase  during 
this  period  was  so  great  as  to  outbalance  the  opposite  tendency  of^ 
the  increase  of  money.  Hence  the  net  result  was  a  fall  of  prices. 
From  1868  to  1879  the  index  number  of  wholesale  prices  fell  from 
142  to  85.  Reciprocally  the  purchasing  power  of  the  dollar  rose 
from  70  to  118. 

The  end  of  the  fiat  money.  During  this  period  the  greenbacks 
continued  their  rise  toward  par  in  terms  of  gold,  which  was  finally 
reached  in  the  closing  days  of  1878,  and  on  January  1,  1879,  the 
government  began  redeeming  them  in  gold  on  demand.  Thus 
ended  the  fiat  money  regime  which  had  continued  for  seventeen 
years;  the  metallic  standard  was  restored.  By  this  time  the 
volume  of  greenbacks  had  been  permanently  fixed  at  347  millions. 
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and  the  fractional  currency,  state  bank  notes,  and  miscellaneous 
forms  of  fiduciary  currency  had  been  eliminated  from  the  monetary 
system,  which  for  the  following  generation  comprised  only  coin, 
greenbacks,  and  national  bank  notes. 

Increases  in  money  and  trade.  The  next  chapter  in  our  history 
takes  us  to  about  the  year  1897.  ,  During  thesp..£ighteen  years  the 
monetary  stock  nearly  doubled,  being  1,907  million  dollars  at  the 
close  of  1897.  The  increase  was  due  to  the  silver  dollars  of  the 
Bland-Allison  and  Sherman  acts  and  to  a  material  gain  in  gold, 
overcoming  a  decline  of  nearly  100  millions  in  national  bank  notes. 
This  gain  in  the  quantity  of  money  was,  however,  after  the  first 
few  years,  not  enough  to  counteract  the  phenomenal  expansion  of 
the  country's  trade  which,  gathering  momentum  after  the  Civil 
War,  has  progressed  to  the  present  day.  These  two  influences 
working  against  each  other  in  the  equation  of  exchange,  the  net 
result  was  a  quick  rise  in  prices  in  1880  and  thereafter  _a  steady 
decline,  which  was  not  permanently  checked  till  after  1897.  The 
index  number  of  prices  in  this  year  was  67,  which  marks  the  low 
record  to  the  present  day.  The  purchasing  power  of  the  dollar 
in  1897,  on  the  basis  of  1913,  was  149. 

Monetary  inflation  through  gold.  The  period  from  1897  to 
the  present  has  been  on  the  whole  one  of  monetary  inflation.  Up 
to  the  beginning  of  the  World  War  in  1914  the  inflation,  strangely 
enough,  was  not  due  to  paper  money  issues  but  to  gold,  in  marked 
contrast  with  previous  and  subsequent  periods  of  monetary 
expansion.  True  the  circulation  of  the  national  banks  increased 
from  231  millions  in  1897  to  759  millions  in  1913,  but  this  was  a 
moderate  increase  alongside  the  extraordinary  growth  of  the  gold 
currency  from  696  to  1,871  millions.  This  was  the  result  of  a 
tremendous  gain  in  the  output  of  the  world's  gold  mines,  a  phe- 
nomenon of  the  utmost  importance  in  view  of  the  well-nigh  uni- 
versal adoption  of  the  gold  standard.  We  can  well  afford  to  give 
some  attention  to  the  history  of  the  production  of  the  world's 
chief  monetary  metal. 

The  world's  production  of  gold.  It  is  estimated  that  the  aver- 
age annual  production  of  gold  throughout  the  world  four  centuries 
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ago  (from  1493  to  1520)  was  a  little  less  than  4  million  dollars 
worth,  and  that  during  the  next  three  and  a  quarter  centuries  the 
rate  of  production  increased  gradually  to  about  13  millions  in  the 
decade  1831-1840.  Then  came  an  unexampled  increase,  due 
principally  to  the  rich  discoveries  in  California  and  other  western 
states,  which  in  twenty  years  had  multiplied  the  world's  annual 
production  tenfold;  it  averaged  134  millions  in  the  five  years, 
1856-1860.  After  this  climax  production  fell  off  gradually  to  a 
little  less  than  100  millions  in  1881-1885.  Then  began  a  new 
development,  resulting  from  fresh  discoveries  of  gold  in  South 
Africa,  Canada,  and  Alaska,  and  to  improved  processes  of  extract- 
ing the  gold  from  low  grade  ores.  Thus  in  a  few  years  the  world's 
annual  production  reached  a  new  high  level,  which  has  been  sub- 
stantially maintained  ever  since.  In  the  first  year  of  the  twentieth 
century,  261  million  dollars  worth  of  gold  were  added  to  the  world's 
stock.  In  1906  the  year's  production  exceeded  400  millions,  and 
it  stood  well  above  that  mark  for  the  next  ten  years  and  has  been 
only  slightly  less  in  the  years  since  1917.  For  the  past  twenty 
years  the  world's  store  of  gold  has  been  accumulating  at  thirty 
times  the  rate  at  which  it  was  being  built  up  during  the  eighteenth 
and  first  half  of  the  nineteenth  century.  The  gold  produeefl-in 
each  of  the  years  from  1908  to  1916  exceeded  the  total  production 
of  the  first  forty  years  of  the  nineteenth  century^^ 

'  These  facts  are  shown  in  more  detail  in  the  following  table : 
World's  Gold  Production 


Period 
1831-1840 
1841-1850 
1851-1855 
1856-1860 
1861-1865 
1866-1870 
1871-1875 
1876-1880 
1881-1885 
1886-1890 
1891-1895 
1896-1900 
1901-1905 
1906-1910 
1911-1915 


Annual  average  for  the  period 

Fine  Odnces  Value 

652.291  $  13,484,000 

1,760,502  36,393,000 

6,410,324  132,513,000 

6,486,262  134,083,000 

5,949,582  122,989,000 

6,270,086  129,614,000 

6,591,014  115,577,000 

5,543.110  114.586,000 

4,794.755  99.116,000 

5,461,282  112,895,000 

7,882,565  162,947,000 

12,446,939  257,301,100 

15,606,730  322,619.800 

20.971,575  433,520,960 

22,213,810  459.200.175 
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EfiEect  on  the  price  level.  This  deluge  of  gold  into  the  world 
reservoir  had  its  inevitable  effect  on  the  monetary  system  of  the 
United  States.  In  the  sixteen  years  from  1897  to  1913,  the  total 
stock  of  money  doubled  again  (rising  from  1,907  millions  to  3,720 
millions),  the  three  principal  items  in  the  increase  being :  sub- 
sidiary silver  coins,  99  millions  ;  national  bank  notes,  528  millions ; 
and  gold,  1,175  millions.  This  addition  to  the  monetary  stock  was 
more  than  enough  to  counteract  the  continuing  growth  in  the 
country's  trade,  and  the  result  was  a  turn  in  the  movement  of 
prices.  The  general  price  level,  which  at  the  end  of  a  long  reces- 
sion had  reached  its  low  point  in  1897  (index  number,  67),  now 
began  a  rise  which  carried  it,  almost  without  interruption,  to  100 
in  1913  (the  base  year  of  the  series).  This  meant  a  fall  in  the  pur-  . 
chasing  power  of  the  dollar  from  149  in  1897  to  100  in  1913.  / 

Monetary  inflation  of  the  World  War.  The  World  War  ushered 
in  a  period  of  inflation  exceeding  anjlhing  in  the  previous  history 
of  the  United  States.  The  steady  outpouring  of  the  world's 
gold  mines  continued,  but  now  the  United  States  began  to  receive 
more  than  her  normal  share. ^     For  eleven  years  (1913-1924)  the 


Period  Fine  Ounces  Value 

1916-1920  18,966,758  $392,074,674 

1921  15,974,962  330,231,792 

1922  15,451,945  319,420,063 

1923  17,790,597  .367,764,279 

1924  19,031,001  .393,405,653 

1925  19.025,942  393,301,128 

1926  19.349,118  399,981,749 

1927  19,397,757  400,987,213 

'  The  following  table,  based  principally  upon  the  reports  of  the  Director  of  the 
United  States  Mint,  shows  the  result  of  the  World  War  upon  the  gold  money  of  some 
of  the  important  nations : 

Gold  money  held  by  December  31,  191S  About  Dec.  31,  1923 

Russia  $1,011,500,000  $      45,043,000 

Germany  915,700,000  119,300,000 

Canada  142,500,000  227,292,000 

Italy  265,000,000  215,697,000 

Holland  60,900.000  233,876.000 

Argentina  292,600.000  472,161,000 

Spain  92,500,000  487,687,000 

Japan  64,963,000  602,188,000 

France  1,200,000,000  709,479,000 

Great  Britain  830,100,000  759,174,000 

U.  S.  A.  1,904,700.000  4,247,201,000 

Work!  Total  $8,240,000,000  $8,925,000,000 
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gold  coin  and  bullion  in  the  United  States  monetary  system  grew 
at  the  average  rate  of  238  million  dollars  a  year.  Whereas  at  the 
end  of  1913  the  United  States  held  a  little  less  than  two  billion 
dollars  of  gold  out  of  a  total  world  stock  of  about  eight  and  a 
quarter  billions  (even  then  far  exceeding  any  other  nation),  it  has 
been  estimated  that  at  the  end  of  June  1924,  the  United  States 
held  the  huge  total  of  4,488  millions,  having  more  than  doubled  her 
holdings  and  having  gained  possession  of  nearly  half  the  total  gold 
stock  of  the  world.  The  American  gold  stock  alone  in  1924  was 
considerably  more  than  the  total  of  all  kinds  of  money  ten  years 
earlier.  Since  then  there  has  been  a  slight  decline  to  4,732 
millions  on  September  30,  1929.  Added  to  this  influx  of  gold 
was  a  great  increase  of  federal  reserve  notes,  which,  appearing 
first  in  1914,  reached  a  maximum  of  3,406  millions  in  1920  and 
then  declined  to  2,332  millions  on  September  30,  1929.  The 
total  monetary  stock  thus  rose  from  3,720  millions  in  1913  to 
8,714  millions  in  1929. 

Soaring  -pricfis  the  result.  If  the  reader  will  turn  back  to  the 
series  of  annual  irtdejfnumbers  on  page  520  he  will  find  the  record 
of  soaring  prices  which  we  should  expect  as  a  result  of  such  an 
increase  in  the  quantity  of  money.  By  1918  the  price  level  had 
doubled;  it  reached  a  maximum  of  226  for  the  year  1920.  The 
highest  monthly  index  number  recorded  was  247  for  May,  1920. 
Thereafter  it  declined  quite  suddenly  to  147  for  the  year  1921, 
remaining  not  far  from  150  since  then;  this  new  level  being  just 
about  fifty  per  cent  higher  than  prevailed  during  the  five  or  six 
years  immediately  preceding  the  World  War.  The  purchasing 
power  of  the  dollar  in  1920  was  only  44  (as  compared  with  100  in 
1913  and  102  in  1914)  and  since  1920  it  has  stood  at  about  67. 

Lower  prices  since  1920.  The  sudden  drop  of  prices  in  1921  and 
the  lower  level  which  has  since  continued  do  not  appear  to  be 
matched  by  corresponding  changes  in  the  quantity  of  money. 
Without  entering  into  all  the  complicated  factors  of  the  problem, 
it  should  be  noted  that  the  moderate  increase  in  money  since  1920 
(to  1929)  has  all  been  due  to  gold  ;  in  fact  there  was  a  decrease  of 
nearly  a  billion  dollars  in  the  other  forms  of  money.     Now  the 
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influx  of  gold  has  gone  almost  entirely  into  the  possession  of  the 
federal  reserve  banks  and  the  United  States  Treasury,  where,  in 
accordance  with  a  conservative  policy,  it  has  to  a  considerable 
extent  been  held  as  an  idle  store  and  not  permitted  to  have  the 
effect  upon  the  money  in  circulation  which  might  otherwise  have 
occurred. 

Conclusion.  This  line  of  inquiry  might  well  be  pushed  on  into 
an  investigation  of  the  fluctuations  in  bank  deposits  and  their 
relation  to  the  price  level.  This  the  limits  of  our  space  will  not 
permit,  but  the  reader  has  now  before  him  enough  of  the  facts 
of  American  monetary  history  fully  to  verify  the  economic  law 
of  the  relation  between  quantity  of  money  and  volume  of  trade 
and  the  value  of  money  and  to  convince  him  that  this  law  is 
no  mere  abstraction  but  a  living  truth  of  the  utmost  practical 
significance  to  mankind. 

Far-reaching  effects  of  monetary  fluctuations.  As  to  this  lat- 
ter conclusion  some  further  observations  will  not  be  out  of 
place.  Fluctuations  in  the  value  of  money  are  fraught  with  the 
most  serious  consequences  to  all  the  people,  inflicting  fortuitous 
loss  upon  some  and  bestowing  undeserved  gain  upon  others. 
Rights  to  future  payments  are  normally  expressed  in  terms  of  the 
country's  monetary  unit.  When  the  time  for  payment  comes  the 
debtor  will  pay  and  the  creditor  will  receive  money  whose  value 
may  be  quite  different  from  that  which  existed  when  the  agreement 
or  contract  was  made.  A  farmer  borrowed  $10,000  at  a  time  when 
wheat  was  worth  $1.00  a  bushel.  If  before  the  time  for  payment 
arrives  there  has  been  such  a  fall  in  the  value  of  money  that  prices, 
including  the  price  of  wheat,  have  generally  doubled,  the  farmer 
will  be  able  to  pay  his  debt  in  dollars  worth  only  half  as  much  as 
those  he  borrowed.  When  he  made  the  loan,  it  required  the  sale 
of  10,000  bushels  of  wheat  to  produce  $10,000.  Now  he  need  sell 
only  5,000  bushels  to  obtain  the  $10,000  needed  to  pay  his  debt. 
The  debt  has  been  virtually  halved,  to  the  advantage  of  the  farmer 
and  of  course  to  the  corresponding  loss  of  the  one  from  whom  he 
borrowed.  On  the  other  hand  if,  in  consequence  of  a  doubling  of 
the  value  of  money,  the  price  of  wheat  had  fallen  to  fifty  cents  the 
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result  upon  both  parties  would  have  been  the  reverse.  This  illus- 
trates the  general  principle  of  the  effect  of  fluctuations  in  the  value 
of  money  upon  debtors  and  creditors. 

All  investments  which  consist  of  rights  to  receive  stated  sums 
of  money,  such  as  bonds,  mortgages,  annuities,  insurance,  etc.,  are 
subject  to  the  same  principle.  The  investor  is  compelled  in  spite 
of  himself  to  gamble  on  the  value  of  the  dollar.  If  it  goes  up, 
the  dollars  he  receives  will  buy  more ;  if  it  falls,  his  dollars  will 
buy  less.  Such  investors  were  fortunate  gainers  from  this  cause 
during  the  long  period  of  falling  prices  that  ended  in  1897.  Since 
then  the  most  conservative  investors  have  seen  their  resources 
dwindle  from  year  to  year  as  the  index  number  of  prices  rose. 
The  man  who  in  1904  put  money  in  the  savings  bank,  where  he  left 
it  to  accumulate  at  five  per  cent  till  1918,  suffered  a  loss  through 
the  shrinkage  of  the  dollar  suflBcient  to  wipe  out  all  the  gain  from 
his  compound  interest  for  the  fourteen  years.  These  losses  on 
investments  are  not  due  to  any  default  on  the  part  of  the  debtor. 
The  same  loss  would  result  if  the  actual  money  were  held  intact  in 
a  safe. 

Those  whose  incomes  are  in  the  form  of  salaries  and  wages  are 
affected  by  fluctuations  in  the  value  of  money  the  same  as  are 
creditors.  They  have  agreed  to  render  services  in  return  for  a 
stated  number  of  dollars,  which  as  they  are  received  may  be  worth 
more  or  less  than  when  the  agreements  were  made.  Only  as 
agreements  expire  and  new  ones  are  made  can  the  parties  under- 
take to  make  new  terms  conforming  to  the  new  monetary  value, 
and  these  new  agreements  are  equally  subject  to  the  vicissitudes 
of  future  changes. 

It  is  thus  that  adjustment  lags  behind  the  fluctuations  of  the 
monetary  standard  on  all  agreements  except  those  which  are  for 
immediate  payment  or  for  relatively  short  terms.  Here  there  is 
the  current  adjustment,  through  raising  and  lowering  prices, 
which  produces  those  fluctuations  in  the  general  price  level  by 
which  the  community  adjusts  itself  as  best  it  may  to  the  wabbling 
monetary  standard. 

Collapse  of  fiat  money.    Under  a  fiat  money  regime  there  is  no 
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limit  to  the  possible  decline  in  the  value  of  money.  The  American 
contmental  bills  of  credit  became  practically  worthless  and  were 
finally  redeemed,  such  as  had  not  been  lost,  destroyed,  or  thrown 
away,  at  one  cent  on  the  dollar.  The  original  currency  of  Soviet 
Russia  lost  all  value.  The  German  currency  was  inflated  during 
and  following  the  World  War  until  its  depreciation  was  impossible 
to  reckon  and  finally  received  official  recognition  at  the  grotesque 
ratio  of  one  trillion  to  one.  This  meant  the  practical  wiping  out 
of  all  debts  and  the  destruction  of  all  investments  and  savings 
which  were  in  the  form  of  rights  to  receive  definite  sums  of  money. 
It  impoverished  millions  of  the  people  and  enriched  others.  It 
is  difficult  to  imagine  such  colossal  wholesale  robbery.  If  all  the 
burglars  and  highwaymen  in  the  country  were  given  free  rein  for 
a  decade,  their  best  eft'orts  could  not  remotely  approach  this 
accomplishment. 

The  gold  standard.  The  reader  will  not  make  the  mistake  of 
supposing  that  such  iniquities  come  only  from  irredeemable  paper 
money.  Our  study  has  fully  demonstrated  the  fluctuating  char- 
acter of  any  monetary  system,  no  matter  how  firmly  established 
on  the  foujidatinn  of-gald.  All  that  can  be  said  is  that  the  gold 
standard  gives  some  stability  and  prevents  the  extremes  of  depre- 
ciation. Gold  is  itself  a  commodity,  useful  for  other  purposes 
than  to  serve  as  money.  It  is  produced  only  by  incurring  costs 
which  must  not  for  long  be  greater  than  its  value.  Its  quantity 
cannot  be  expanded  indefinitely,  and  it  cannot  lose  all  value. 
On  the  whole  it  has  proved  itself  the  most  satisfactory  of  any  of 
the  commodities  that  might  be  chosen  as  the  monetary  standard. 
And  yet  in  three  generations  in  the  United  States  we  have  seen  a 
gain  of  forty  per  cent  and  a  loss  of  seventy  per  cent  in  the  value  of 
the  gold  dollar  itself. 

Is  a  more  stable  standard  possible?  As  a  general  rule  those 
who  have  understood  the  economic  principles  of  money  and  have 
sought  the  maintenance  of  the  most  stable  standard  possible  have 
had  their  hands  fully  occupied  in  repelling  the  attacks  of  those 
who  sought  to  displace  the  gold  standard  by  something  far  less 
stable.    Only  recently  has  there  been  any  considerable  recognition 
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of  the  imperfections  of  the  gold  standard  or  opportunity  to  seek 
something  that  should  be  better.  At  present  the  number  of  those 
who  reahze  the  situation  is  growing  rapidly,  and  there  is  consider- 
able sentiment  in  favor  of  a  new  monetary  standard  which  shall  be 
so  far  as  possible  free  from  fluctuation  in  terms  of  the  general 
price  level.  Such  a  standard  must  of  course  be  based  in  some 
way  upon  an  index  number  of  prices.  Perhaps  the  leading  prop- 
osition today  is  the  so-called  "  stabilized  dollar."  Without  going 
into  technical  details,  we  may  note  that  this  plan  w^ould  make  the 
monetary  unit  —  the  dollar  —  not  a  certain  weight  of  gold  as 
now,  but  a  variable  weight  of  gold,  so  adjusted  from  time  to  time 
as  to  keep  its  purchasing  power  virtually  constant.  Gold  coin 
would  not  be  used  in  actual  circulation ;  in  fact  very  little  is  so 
used  now.  The  government  would  be  as  now  the  custodian  of  the 
country's  monetary  gold.  There  would  be  in  circulation  gold 
certificates  and  other  forms  of  money  reading  in  terms  of  dollars 
(not  necessarily  much  different  from  the  present  forms),  all  of 
which  would  be  redeemed  in  gold  by  the  government  on  demand. 
The  amount  of  gold  to  be  given  for  a  dollar  would  be  officially 
determined  from  time  to  time  on  the  basis  of  the  index  number  of 
prices,  so  that  a  gold  dollar  would  always  purchase  about  the 
same  quantity  of  goods  in  general.  Variations  of  individual  prices 
with  respect  to  each  other,  like  the  movements  of  the  separate 
bees  in  the  swarm,  would  in  no  wise  be  affected.  But  the  move- 
ments of  all  prices  in  general  w  ould  be  stopped ;  the  sw^arm  as  a 
whole  would  become  stationary.  This  plan,  especially  if  simul- 
taneous adoption  by  most  of  the  leading  nations  be  assumed,  is 
undoubtedly  based  on  sound  economic  principles.  Whether  polit- 
ical obstacles  would  prove  unsurmountable  is  a  serious  question, 
and  in  any  event  its  practical  adoption  must  await  further  public 
education. 
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THE  BUSINESS  CYCLE 

Even  the  most  casual  observer  cannot  have  failed  td'  notice  that 
business  as  a  whole  has  its  "  ups  and  downs,"  its  periods  of  pros- 
perity and  depression  —  times  when  most  business  men  are  making 
profits  and  are  optimistic  as  to  the  future  and  other  times  when 
even  the  strongest  firms  find  it  necessary  to  sail  close  to  the  wind  in 
order  to  avoid  the  disaster  that  has  already  engulfed  the  weakest. 
Careful  observation  seems  to  show  that  there  is  a  fairly  regular 
sequence  of  events  in  business ;  prosperity  is  followed  by  crisis, 
the  crisis  gives  way  to  depression,  more  or  less  prolonged,  this  in 
turn  is  followed  by  a  period  of  recovery,  which  paves  the  wa}'  for 
a  renewal  of  intense  activity.  It  is  this  oscillating  aspect  of  busi- 
ness_a£trdty  which  has  given  rise  to  the  term  "  business  cycle." 

The  price  level  and  the  business  cycle.  The  outward  manifes- 
tation of  the  events  included  within  the  business  cycle  is  a  complete 
cycle  in  price  movements ;  rising  prices  are  followed  by  falling 
prices,  recovery  in  prices,  and  then,  at  the  beginning  of  the  new 
cycle,  rapidly  rising  prices  once  more.  Tilis_c^lical  movement  of 
prices  should  be  differentiated  from  other  price  movements; 
namely,  those  arising  from  sudden  inflation  or  deflatiorLjoi-the-cur- 
rency  and  the  slower  changes  in  the  price  level  which  take  place 
over  JoRg^eriods^  Df  _  ti.iQe . 

In  Figure  30  below,  repeated  from  the  preceding  .chapter,  are 
given  the  index  numbers  of  wholesale  commodity  prices  in  the 
United  States  from  1810  to  the  present  time.  It  will  be  noted  in 
the  first  place  that  there  are  three  periods  in  which  the  price  level 
rose  with  extraordinary  rapidity  —  in  the  second  decade  of  the 
nineteenth  century,  in  the  Civil  War  period,  and  during  the  World 
War.     In  each  case  the  cause  was  a  marked  inflation  of  the  cur- 
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rency.  In  the  second  place  we  can  see  well  defined  trends  in 
prices  over  fairly  long  periods  of  time.  From  the  high  point 
reached  in  the  second  decade  the  general  trend  of  prices  was 
downward  until  the  upward  movement  started  in  the  early  forties ; 


1810  1820   1830   1840   1850   1860  1870   1880   1890  "  1900   1910   1920   1930 

Fig.  30.    Index  Names  of  Wholesale  Prices  in  the  United  States. 

1810-1929  I 

from  the  high  point  in  the  sixties  the  general  trend  of  prices  was 
downward  until  1896,  and  from  1898  on  the  trend  was  upward 
until  the  peak  in  1920.  To  such  a.  general  movement  in  one  direc- 
tion over  a  broad  sweep  of  time  the  term  secular  trend  is  given. 
The  secular  jtrenfl  is  the  result  of  all  the  forces,  direct  and  indirect, 
which  tend  to  cause  changes  in  the  quantity  of  currency  and  the 
volume  of  trade  and  so  determine  the  general  price  levej_oyei:-long 
Eeriodg.^ 

It  will  however  be  seen  that  the  downward  or  upward  movement 
of  prices  was  not  unbroken  in  any  one  of  the  periods ;  at  frequent 

'  From  data  supplied  in  part  by  the  National  Industrial  Conference  Board. 
-  This  subject  has  been  fully  considered  in  Chapter  XXII. 
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intervals  the  general  trend  was  interrupted  by  shorter  upward  or 
downward  swings  in  prices.  These  variations  in  prices  which  take 
glafieJBdthin  the. broader^ price  moyenient  are  the  evijdeace  of  the 
business  cycle.  But  the  business  cycle  is  much  more 4haja  a  move- 
ment in  prices ;  every  aspect  of  business  —  production,  profits, 
wages,  investment,  interest,  etc.  —  is  affected  in  one  way  or 
another  during  the  course  of  the  cycle.  We  are  led  therefore^  to 
inquire  into  the  sequence  of  events  in  the  typical  cycle. 

PEases  of  the  business  cycle.  Ever\'  business  cycle  exhibits  at 
least  two  well-defined  phases,  the  perioci  of  prospentyanq^^Ee 

period  of  crisis  or  nquidaxion,  iiiid  most  bnsine='s  cycles  na^^tO* 
other~phases  wliicli  follow  tlie  crisis,  a  period  of  depression  and  a  _^ 
period  of  reco\ery.  Assuming  the  four-phase  cycle  to  be  the  nor- 
mal case,  we  may  begin  our  description  with  the  period  of  pros- 
perity, reminding  the  reader  that  this  stage  starts  with  a  heritage 
from  the  stage  immediately  preceding  it  and  that  it  cannot  there- 
fore be  considered  as  fully  portrayed  until  the  description  of  all 
phases  of  the  cycle  has  been  completed. 

The  period  of  prosperity.  As  a  result  of  the  slowing  down  of 
business  activity  in  the  preceding  periods,  the  stocks  of  goods  of 
all  kinds  have  become  depleted.  At  the  beginning  of  the  period 
of  prosperity,  as  consumers  make  their  wants  known,  there  is  a 
rise  in  the  prices  of  some  goods,  spreading  gradually  and  affecting 
a  constantly  greater  number  of  commodities.  This  increase  in 
demand  is  passed  on  by  the  middlemen  to  the  producers  of  these 
goods  and  by  them  to  the  manufacturers  of  pro<lucers'  equipment 
and  to  the  producers  of  raw  materials.  Xhe  acti\  in-  thus  engen- 
dered among  producers  in  general  leads  to  greater  employment  of 

Jabor  and  in  the  long  run  to  higher  money  wages.  This  means  of 
course  greater  purchasing  power  in  the  hands  of  consumers  ajuid  a 
further  stimulation  to  the  producers  of  both  consumers'  and  pro- 
ducers' t^nuxls,  and  the  sporadic  rise  in  prices  becomes  a  general 
rise.  Prosperity  once  started  seemis  to  breed  prosperity;  it  be- 
comes  cumulative  in  its  effects  and  creates  a  spirit  of  optimism 

which  exerts  a  powerful  influence  on" business  activity. 

In  large  measure  this  optimTsticspirit  rests  on  a  solid  foundation 
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of  enlarged  profits.  Middlemen  can  make  profits  by  the  simple 
process  of  buying  goods  and  awaiting  the  rise  in  price,  and  manu- 
facturers also  have  unusual  opportunities  for  profit  making.  Not 
only  is  the  volume  of  production  larger  —  and  therefore  the  pre- 
sumption of  an  increased  volume  of  profits  —  but  the  margin  of 
profit  tends  to  increase.  Prices  do  not  rise  together ;  some  of 
them  are  stationary,  fixed  by  contract,  such  as  rentals  and  the 
interest  rates  on  bonds  already  issued,  while  others  are  sluggish, 
moving  upward  less  rapidly  than  other  prices.  Wages  and  inter- 
est rates  on  short-time  loans  are  the  most  conspicuous  examples 
of  these.  On  the  other  hand  some  of  the  costs  incurred  by  a 
manufacturer  may  increase  more  rapidly  than  the  price  of  his 
product,  as  for  example  the  cost  of  raw  materials  and  of  equip- 
ment. Yet  on  the  whole  the  prices  of  the  goods  and  services  which 
the  typical  manufacturer  buys  rise  less  rapidly  than  the  prices  of 
those  which  he  sells,  and  there  thus  remains  a  wider  margin  of 
profit,  which  invests  the  future  with  a  roseate  glow  and  leads  the 
manufacturer  to  speed  up  production  and  expand  his  productive 
facilities. 

'  Bank  credit.  Although  a  part,  perhaps  the  major  part,  of  the 
profits  from  industry  may  be  reinvested  in  the  business  in  the  form 
of  buildings,  equipment,  and  so  on,  most  entrepreneurs,  _in  order 
to  secure  the  desired  expansion  of  facilities,  have  to  look  outside  for 
funds.  To  a  large  extent  these  are  secured  by  the  issue  of  new  _ 
securities,  but  business  men  must  have  recourse  also  to  the  com- 
mercial banks  for  assistance.  The  banks  therefore  stand  in  a 
pivotal  position,  for  not  only  do  they  make  loans  to  the  active 
managers  of  enterprises  but  in  many  cases  they  finance  their 
clients  in  their  purchases  of  corporate  securities.  The  impor- 
tance of  the  operations  of  the  banks  lies  in  the  fact  that  by  ex- 
tending credit  they  place  purchasing  power  in  the  hands  of  enter- 
prisers, making  possible  an  increased  demand  for  raw  materials, 
equipment,  and  labor.  Continuously  rising  prices,  which  are  an 
essential  feature  of  the  period  of  prosperity,  can  be  maintained 
only  if  this  demand  continues  to  grow,  and  this  can  take  place 
only  through  an  increase  in  the  available  quantum  of  purchasing 


THE  BUSINESS  CYCLE  537 

power.  Commercial  banks  by  creating  bank  deposits  furnish  the 
necessary  purchasing  power,  and  it  follows  that  the  extension  of 
credit  by  banks  is  a  necessary  feature  of  the  period  of  prosperity. 
Credit  expansion,  while  it  does  not  initiate  the  period,  makes  its 
continuation  possible. 

Price  of  securities.  Among  other  features  of  this  period  it 
should  be  noted  that  the  prices  of  stocks,  particularly  of  industrial 
stocks  (as  distinguished  from  public  utilities,  for  example),  tend 
to  soar.  Aside  from  the  normal  rise  due  to  the  revaluation  of 
shares  on  the  basis  of  enlarged  earnings,  the  optimistic  specula- 
tion of  a  "  bull  "  market  forces  prices  up. 

Checks  to  prosperity.  Sooner  or  later,  however,  checks  tp  the  , 
tide  of  prosperity  appear.  Wages  rise  as  competition  among 
employers  for  labor  becomes  keen,  and  labor  becomes  less  efficient 
as  the  need  of  retaining  a  particular  job  becomes  less  important:. 
Labor  troubles  Ix'coiiic  a  factorjto_be  reckoned  with,  for  in  times 
of  greatest  prosperit\-  labor  is  apt  tt)  be  ino>t  liiylily  organized, 
to  have  the  most  ample  resources,  and  to  be  fully  aware  of  the  dis- 
inclination of  an  employer  to  allow  a  strike  to  rlosf^  his  plant 
The  increase  in  jthe  volume  of  bank  loans  finally  forces  the  banks 
to  curtail  the  volume  of  new  loans  and  renewals,  and  to  do  this 
t^ejt-caise -the  discount  rate  and  become  more  exactmg  in  tEeir 
loan_policy.  In  Figure  31  below  the  interest  rates  on  60  to  90 
4a^'  time  loans  in  Xeu  York  City  are  given  for  the  years  1919- 
1921.  The  break  in  commodity  prices  which  marked  the  begin- 
ning of  our  most  recent  crisis  came  in  May,  1920,  and  the  year 
^919  was  therefore  the  last  year  of  the  period  of  prosperity.  It 
will  be  noted  that,  starting  at  fairly  moderate  rates  in  the  first 
month  of  1919,  the  rates  rose  sharply  in  the  last  months  and 
attained  their  greatest  height  in  February  of  1920. 

Furthermore  costs  which  have  been  fixed  by  contract  may  riseA 
also.     Leases  expire  and  can  be  renewed  only  on  less  favorable 
terms.     In  the  course  of  time  the  market  for  securities  becomes    \ 
congested  and  new  issues  of  bonds,  put  out  either  for  the  purpose     / 
of  refunding  old  issues  or  to  secure  funds  for  additional  equipment, 
cannot  be  sold  except  at  a  relatively  high  rate  of  yield. 
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Costs  of  production  therefore  are  rising,  and  they  rise  more 
rapidly  than  the  price  of  the  product  which  the  manufacturer  is 
making.  Hence  the  margin  of  profit  tends  to  disappear,  and  as 
costs  catch  up  with  prices  the  period  of  prosperity  nears  its  close. 


Pig.  31.    Interest  Rates  on  60  to  90  Day  Time  Loaxs  in 
New  York  City 

(Rates  shown  are  the  range,  high  and  low,  for  the  first  full  week  in  each 
month,  week  ending  Saturday.^) 

The  behavior  of  the  market  for  securities  usually  gives  an  indi- 
cation of  the  impending  change  in  the  tide  of  business  affairs. 
As  profits  diminish  •'^'^'^^-  qiir>to»;/^r.^^.jtk«^*i>W--e»^  high,  show  a 
tendency  to  waver.  The  market  becomes  somewhat  erratic,  with, 
burst?  Ml  -p.  r-ulative  activity  breaking  the  general  dullness,  and 
as  the  period  draws  near  it*  end  there  is  likely  to  be  a  more  or  less 
general  fall  in  the  prices  of  stocks.  Thi<  is  shown  in  Fi^gure  .32 
below.  The  trend  of  the  prices  of  industrial  -tork^  in  1919  was 
upward  until  the  last. quarter  of  the  year,  when,  prices  broke  and 
continued  fallins  until  about  the  middle  of  1921.  It  will  be  noted 
that  the  break  in  the  prices  of  industrial  stocks  anticipated  by 
-'■  "rid  inunth-  ik  in  ;;eneral  cummo<iItv-  prift-.^.     Ina^muA 

»  Derived  from  tables  given  in  Statistical  Abstract  of  the  United  States,  1923,  p.  664. 
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&s  the  prices  of  stocks  re&Bct  the  (^niioo  ci  ^peculators  and 
investors  as  to  the  probaUe  profits  of  the  fatare,  tids  is  to  be 
expected,  as  is  also  the  opposite  situation  in  the  period  of  rec^ven , 
^^**^  ^  "**  "*  t^  prices  of  stocfcs  genEgafly  anticq»a.tes  the 


Fig.  32.    ArEaBiGE  Pj^rEj-  :.r  STom  :n  zex  Nsrsr  Yoex  Stccx  Exchjlxge  ^ 

The  cn^::    ::  zr-.-.i    ::'  '.;:_.  ii-.:-      Tr:e  r»erii>i  of  prc>?p»eritj- 
is  cH)e  ■-  -         --  •  ^.-^-  ,^^  -  ^.__  -     — ., -. 

Bvt? 


P--— --.    -- ■  ;-—  ■  '^  2t_a^ 

proB^iEle  price.    Bearing  for 

a  future  mariEct,  whose  aKanrhmg  abiiitT  can  only  be  estimated, 
and  the  further  fact  that  the  period  of  prospoirk'  is  chaiacterised 
by  a  magnificent  <^>timisni  and  fcMgetfnfaiess  of  the  chastisements 
of  the  past,  one  can  easily  understaDd  the  difficult  of  security 
an  accurate  adjustmeiit  of  pixxiiKti'v'e  ability  to  matgnnw^  afaffity. 
Some  of  the  major  fines  of  indnstiy  are  afanost  inevitah^  charac- 
teriaed  by  an  increase  in  the  output  at  a  much  more  rapid  rate  than 
the  increasie  in  the  demand  for  the  goods. 

^  This  f:.'^^LZL  lzl  ~  j— ~i  jo  are  t&kea fDOM GHMMnpi  Tt 
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As  the  era  of  prosperity  draws  near  its  close,  uneasiness  as  to 
the  future  begins  to  manifest  itself  —  the  fear  lest  prices  may  not 
continue  to  rise.  This  leads  some  manufacturers  to  curtail  or 
to  postpone  their  projects  of  expansion  and  to  decrease  somewhat 
^he  volume  of  production.  This  in  turn  reacts  upon  the  workers' 
control  over  goods  and  thus  adds  to  the  growing  difficulty  of  dis- 
posing of  goods  at  a  profit.  Sooner  or  later  some  manufacturers 
who  have  commitments  to  meet  and  who  no  longer  can  rely  upon 
the  banks  for  financial  assistance  will  be  forced  to  sell  goods  for 
what  they  can  get  for  them,  and  when  once  the  drop  in  prices  startj, 
it  becomes  an  avalanche.  In  place  of  the  optimism  of  the  previous 
era  deepest  pessimism  reigns.  No  one  knows  how  far  prices  will 
fall,  and  the  one  thought  of  every  business  man  is  to  liquidate  his 
affairs  in  the  shortest  time  possible.  The  result  is  that  each 
attempts  to  secure  the  settlement  of  claims  which  he  has  against 
others,  and  in  this  enforced  liquidation  prices  are  slashed. 
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When  prices,  break.pio^lJLcjjoiLJ^J^''  o^  fibvuptlj^  This  is  not 
true  of  agricultural  production,  since  farmers  necessarily  make 
.^ommrtments  for  several  months  in  advance,  but  in  manufacturing 
it  is  marked.  In  Figure  33  above  the  annual  production  of  pig 
iron  for  a  number  of  years  is  given.  Iron  is  directly  or  indirectly  a 
raw  material  for  every  manufacturing  industry,  and  the  almost 
universal  curtailment  of  projects  of  extension  is  very  sensitively 
recorded  in  the  physical  volume  of  production  of  pig  iron. 

The  reaction  of  manufacturing  as  a  whole  to  the  period  of  crisis 
is  quite  similar  to  that  shown  in  the  chart  for  pig  iron.  A  marked 
decrease  in  the  physical  volume  of  production  is  perhaps  the  most 
prominent  characteristic.  This  is  in  large  measure  due  to  the 
change  in  the  relation  of  the  costs  of  production  to  the  price  of  the 
product  of  the  manufacturer.  In  this  period  the  price  of  his  prod- 
uct falls  more  rapidly  than  many  of  his  costs  of  production  — 
especially  wages,  interest,  etc.  —  so  that  he  may  have  to  curtail 
materially  his  laboring  force  or  even  be  compelled  to  close  down 
his  plant  entirely.  Unemployment  therefore  limits  the  consuming 
power  of  laborers,  which  in  turn  tends  to  force  prices  to  a  still 
lower  level. 

In  this  period  many  business  firms  fail,  and  many  others  become 
so  weakened  in  the  effort  to  survive  that  they  are  unable  to  live 
through  the  ensuing  period  of  depression.  Credit  relationships 
are  nowadays  so  closely  interlaced  that  the  failure  of  one  firm  may 
bring  about  the  failure  of  other  firms  in  a  continuously  widening 
circle.  It  is  natural  therefore  to  find  bankruptcies  among  business 
firms  reaching  their  peak  some  months  after  the  break  in  general 
commodity  prices. 

During  the  period  of  crisis  interest  rates  remain  hi^h.  as  will 
be  seen  by  a  glance  at  Figure  31,  page  538,  and  the  prices  which 
have  started  to  decline  in  the  era  of  good  times  now  come  tumbUng 
(iown. 

Panics.  Not  infrequently  in  the  past  a  crisis  has  degenerated 
into  a  panic.  Essentially  a  panic  is  the  result  of  general  and  pro- 
found distrust  of  the  banking  and  credit  system.  The  panic  of 
1907,  to  illustrate,  was  precipitated  by  a  run  on  a  New  York  bank 
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suspected  of  being  involved  in  the  failure  of  a  prominent  stock 
exchange  firm.  This  bank  was  forced  to  close  its  doors.  General 
loss  of  confidence  in  the  banks  caused  runs  on  other  banks,  and 
some  were  forced  to  suspend  payments  while  others  adopted  this 
measure  for  safety's  sake.  The  wild  desire  to  convert  deposits 
into  money  compelled  most  banks  to  call  in  their  loans  to  protect 
themselves  against  a  possible  run  and  soon  forced  them  to  restrict 
cash  payments  and  to  resort  to  other  emergency  expedients  to 
conserve  their  cash  resources.  The  money  shortage  became  so 
acute  that  for  several  weeks  money  commanded  a  premium  over 
diecks  on  perfectly  solvent  banks._  Interest  rates,  particularly  on, 
call  loans,  rose  to  exorbitant  figures,  and  many  speculators  and 
others  carrying  securities  by  means  of  call  loans  were  forced  to  sell 
out  because  of  the  difficulty  and  expense  of  renewing  the Joans^ 
Prices  on  the  Stock  Exchange  therefore  collapsed.  Failures  mul- 
tiplied, and  in  the  general  crash  were  involved  firms  which  might 
have  withstood  the  shock  if  they  could  have  secured  the  credit 
accommodations  which  they  merited.  It  was  a  case  of  absolute 
and  unreasoning  lack  of  confidence.  Each  suspected  the  solvency 
of  his  neighbor,  hoarded  his  own  cash,  and  refused  assistance  lest 
his  own  position  be  imperiled.  But  business  relations  are  too 
closely  intertwined  for  individual  measures  of  self-protection  to  be 
of  much  avail  in  such  times;  in  fact  they  intensify  the  dangei-. 
In  the  absence  of  any  effective  mechanism  for  cooperative  action, 
the  situation  got  out  of  hand  and  the  panic  swept  the  entire 
country. 

The  fact  that  the  crisis  of  1920  did  not  develop  into  one  of  the 
worst  panics  which  the  country  has  ever  known  can  be  ascribed 
to  the  improvements  in  the  banking  system  which  the  establish- 
ment of  the  federal  reserve  system  has  brought  about.  As  the 
reader  is  aware,^  under  the  federal  reserve  system  reserves  are 
made  mobile,  and  emergency  measures  may  be  taken  to  prevent 
the  loss  of  confidence  which  underlies  panics,  whereas  under  the 
banking  system  as  it  existed  in  1907  it  was  a  case  of  sauve  qui 
pent. 

>  See  Chapter  XXI. 
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The  period  of  depression.  The  period  of  crisis  — of  rapid 
liquidation  of  credit  obligations  —  is  relatively  short,  usually 
lasting  not  more  than  a  few  months  at  the  most.  It  is  not 
impossible  that  it  may  be  followed  by  an  unmediate  recovery 
in  business  activity ;  a  change  in  world  conditions  of  trade,  an 
unusually  profitable  harvest,  or  some  like  event  may  provide  the 
tonic  necessary  to  infuse  life  and  vigor  into  business ;  but  in  the 
majority  of  cases  depression  seems  to  be  the  aftermath  of  crises. 

The  decline  of  prices  continues  during  the  depression  but  is 
more  gradual  than  during  the  crisis.  Wholesale  prices  and  the 
prices  of  producers'  equipment  reach  their  low  limits  sooner  than 
retail  prices,  which  continue  to  fall  until  they  are  again  in  adjust- 
ment with  the  other  prices.  Labor  is  oni^-partiallv  employed, 
because  producers  are  more  interested  in  working  off  their  accu- 
mulated stocks  than  in  manufacturing  new  goocls.  On  the  other 
hand  the  process  of  liquidation  has  brought  about  a  decline  in  the 
costs  of  production.  Wages  have  declined,  and  labor  has  become 
more-efficient  through  fear  of  unemployment.  As  bank  loans  are 
paid  oft'  a^nd  new  loans  avoided,  bank  rescrxes  increase  and  the 
interest  rate  declines.  In  some  cases  the  reorganization  of  a  con- 
<^rn  may  w4pe  out  a  part  of  its  fixed  charges,  or  refunding  opera- 
tions may  result  in  a  reduction  in  the  interest  rate  on  long  term 
obligations. 

The  period  of  depression  then  is  one  in  which  there  is  a  complete 
rearrangement  of  internal  and  external  relationships.  JErndlic- 
.tion  necessarily  becomes  more  efficient.  The  volume  of  produc- 
tion is  kept  at  a  low  level  until  surplus  >T(Kk^  are  disposed  of,  and 
new^mimtments  are  not  made  until  there  is  a  reasonable  assur- 
ance of  profits.  In  other  words  the  period  of  depre^^ion,  gloomy 
and  unpleasingas-itis,  serves  as  a  brcatlun^  spell  for  business; 
Tt  is  a  period  when  readjustments  in  the  whole  complex  btructure 
can  be  made. 

The  recovery.  In  the  course  of  time  the  stocks  of  goods  avail-^ 
able  for  immediate  consumption  approach  exhau>Tioii  and  prices_^ 
rise  in  response  to  the  renewed  demand.  Rising  prices  at  the  out- 
set are  not  general ;  they  occur  first  in  one  line  and  tlien  in  another, 
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but  gradually-the-movement  extends.  -  The  situation  is  favorable 
to  a  renewal  of  activity  —  low  wages  and  eflBcient  labor^  low  rates 
of  interest,  relatively  small  stocks  of  goods,  etc.  —  and  the  period 
^jiecavery  may  give  way  to  the  period  of  prosperity,  when  rising 
prices  and  increasing  profits  in  all  lines  become  manifest. 

But  the  period  of  recovery  does  not  always  usher  in  a  renewal 
of  prosperity ;  if  the  conditions  are  not  favorable  to  prosperity, 
recovery^  may  be  followed  by  a  period,  lasting  possibly  for  several 
years,  of  comparative  equilibrium.  Such  a  period  followed  the 
depression  and  recovery  of  1908.  It  is  for  this  reason  that  we 
consider  the  business  cycle  to  begin  with  the  period  of  prosperity 
and  to  end  with  the  period  of  recovery.  While  one  cycle  often 
follows  directly  on  the  heels  of  the  other,  business  is  not  always 
undergoing  cyclical  fluctuations. 

Motivating  forces  in  the  business  cycle.  Our  examination  of 
the  sequence  of  events  in  the  typical  business  cycle  has  made  it 
clear  that  each  phase  normally  has  within  itself  the  seeds  of  the 
next.  The  crisis  develops  logically'  from  the  conditions  generated 
during^  the  period- of  prosperity- .and.  ia.  in  turn  succeeded  logically 
by  the  periods  of  depression  and  recovery.  But  it  does  not  seem 
to  be  true  that  the  period  of  recovery  brings  about  conditions 
which  necessarily  start  a  new  cycle  with  a  renewal  of  intense^ 
activity.  Once  started,  the  business  cycle  seems  to  be  self-generat- 
ing, but  for  the  initial  impetus  which  starts  it  going  we  must  look 
to  outside  causes. 

We  are  here  face  to  face  with  one  of  the  unsolved  problems  of 
economic  science,  a  problem  which  is  at  present  engaging  the 
attention  of  many  able  economists.  ^Vhile  a  mass  of  interesting 
facts  and  relations  has  already  resulted  from  this  research,  some 
of  which  have  been  drawn  upon  to  illustrate  the  earlier  part  of  this 
chapter,  and  while  some  very  interesting  hypotheses  have  been 
announced,  it  is  safe  to  say  that  the  complete  solution  of  the  prob- 
lem is  yet  to  be  found.  The  reader  will  find  other  books  upon  the 
subject  which  will  repay  his  attention.  Its  further  investigation 
however  lies  outside  the  scope  of  this  elementary  text. 

Effects  of  fluctuation.    The  fluctuations  which  attend  the  busi- 
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ness  cycle  are  generally  injurious  to  all  concerned.  .During  the 
period  of  prosperity  and  rising  prices,  as  we  have  seen,  the  rate  of 
wages  of  the  laborer  rises  less  rapidly  than  the  prices  of  the  com- 
modities which  he  consumes.  This  adverse  influence  is  partly 
counteracted  by  the  greater  regularity  of  employment  and  the 
opportunity  to  work  overtime.  While  for  any  given  laborer  the 
net  result  may  or  may  not  be  advantageous,  labor  as  a  whole  is 
apt  to  enjoy  at  this  period  a  greater  command  over  economic  goods 
than  at  any  other  phase  of  the  cycle. 

In  tiie^eriod  of  crisis  wages , do  not  fall  as  rapidly  as  the  prices 
of^oods,  and  therefore  the  worker  who  can  hold  his  job  gains 
in  real  wages.  HoiEeYer  the  periods  of  crisis  and  depression  are 
marked  by  widespread  unemployment.  It  has  for  example  been 
estimated  that  the  number  of  employed  wage  earners  in  the  United 
States  declined  by  more  than  five  millions  between  the  third 
quarter  of  1920  and  the  first  quarter  of  1922.  According  to  the 
figures  of  the  United  States  Bureau  of  Labor  Statistics,  employ- 
ment in  manufacturing  industries  declined  by  about  thirty-five 
per  cent  from  June  of  1920  to  January,  1921.  Crisis  and  depres-. 
sion  bring  a  serious  curtailment  in  the  scale  of  living  ofmauy,  ajod 
to  an  appreciable  number  actual  privation.  The  laboring  class  as 
a,  whole  is  a  heavy  loser  during  this  period.  Not  only  is  the 
laborer  the  chief  victim  of  the  fluctuations  in  business  activity ;  he 
is_utterly  helpless  to  remedy  conditions. 

It  is  particularly  difficult  to  estimate  the  effects  of  the  business 
cycle  on  the  entrepreneurs.  It  may  be  argued  with  a  certain  degree 
of  plausibility  that  the  intoxication  of  the  period  of  prosperity  is 
worth  the  after  effects  of  crisis  and  depression,  but  from  what  the 
reader  already  knows  of  the  way  in  which  individuals  evaluate 
future  income  he  will  be  able  to  appreciate  the  fact  that  an  income 
spread  evenly  over,  let  us  say,  a  period  of  ten  years  has  greater 
utility  than  an  income  which  is  very  large  the  first  three  years, 
negative  in  quantity  the  fourth  year,  very  small  during  the  fifth 
and  sixth  years,  and  moderate  during  the  remaining  years  of  the 
decade,  even  if  in  the  second  case  the  total  income  of  the  decade 
be  somewhat  greater  than  the  total  income  in  the  first  case. 
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In  general  the  entrepreneur  stands  to  gain  by  a  reduction  in  the 
fluctuations  of  business  activity*-. 

Debtors  and  creditors,  as  well  as  those  with  fixed  incomes,  are 
affected  by  cyclical  fluctuations  in  prices  as  they  are  by  price 
movements  in  general.^  A  man  who  contracted  a  loan  in  1913  to 
be  repaid  early  in  1920  gave  back  at  the  time  of  payment  much  less 
in  actual  purchasing  power  than  he  had  received,  and,  because 
of  the  increased  money  income  which  he  probably  enjoyed  in  1920, 
the  repayment  of  the  loan  occasioned  less  of  a  sacrifice  than  the 
same  payment  would  have  caused  in  1913.  On  the  other  hand 
the  creditor  received  a  much  smaller  amount  measured  in  terms  of 
commodities  and  services  than  he  parted  with  in  1913. 

Similarly  one  with  a  fixed  income  suffers  a  reduction  in  purchas- 
ing power  during  the  period  of  rising  prices  and  gains  correspond- 
ingly when  prices  fall.  These  fluctuations  introduce  an  element 
of  uncertainty  which  has  the  effect  of  reducing  the  total  utility 
of  his  income. 

Nor  should  the  effect  of  fluctuations  upon  society  as  a  whole  be 
neglected.  Periods  of  rising  prices  foster  the  expansion  of  the 
physical  equipment  of  some  lines  of  industry  beyond  the  point  of 
profitable  return.  Some  excess  capacity  in  plants  is  necessary  to 
meet  the  "  peak  "  load,  but  to  provide  capacity  now  for  a  demand 
which  will  not  materialize  for  ten  or  fifteen  years  is,  in  the  majority 
of  cases,  an  uneconomical  expenditure.  Few  business  men  would 
do  this  intentionally,  but  in  the  speculative  frenzy  of  extreme 
prosperity  it  seems  impossible  for  all  correctly  to  evaluate  the 
future  conditions,  and  the  result  is  over-expansion. 

Jn  the  other  hand  the  spectacle  of  millions  of  men  out  of  employ- 
it  for  months  or  years,  not  because  there  is  no  work  in  the  world 
:h  can  be  done,  but  because  the  mechanism  which  controls 
r  activity  has  broken  down,  presents  from  any  point  of  view 
mnecessary  waste  of  man  power  in  a  world  which  is  not  over- 
adantly  supplied  even  with  the  necessities  of  life. 
_^^  rom  the  standpoint  of  the  individual  members  of  society  and 
from  that  of  society  as  a  whole,  there  is  much  to  gain  and  little 

» See  Chapter  XXII. 
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to  lose  by  a  stabilization  of  business  or  a  reduction  in  the  range 
of  business  fluctuations.  Perhaps  that  may  never  be  perfectly 
accomplished,  but  if  business  fluctuations  can  in  some  measure  be 
controlled  society  will  have  achieved  the  partial  solution  of  one 
of  the  most  vital  and  baffling  problems  of  modern  life^ 

Remedies  for  business  fluctuations :  control  of  credit.    Among 
the  many  proposals  advanced  as  remedies  for  the  cyclical  fluctua- 
tions of  business  three  are  of  especial  interest.     The  first  concerns 
the  control  of  credit.     We  have  seen  how  the  extension  of  credit 
j)rovides  the  necessary  purchasing  power  for  industrial  expansion 
of  all  sorts.     In  the  ordinary  course  of  events  credit  continues  to 
be  extended  until  prudence  or  legal  requirements  compel  the 
bankers  to  adopt  a  sterner  policy.     This  curtailment  of  credit 
^^ayin.^  itself  be  sufficient  to  force  liquidation  and  to  precipitate 
^tjiaxcisis.     But  before  this  point  has  been  reached  there  has  been 
time  for  business  activity  to  get  out  of  balance.     Would  it  not 
be  feasible  and  desirable  for  credit  extensions  to  be  curtailed  at 
some  earlier  point  ?     Business  activity  might  not  be  so  intense,  but 
on  the  other  hand  the  reaction  would  not  be  so  disastrous. 

To  make  any  such  policy  effective  the  control  of  credit  would 
have  to  be  lodged  in  the  hands  of  an  organization  able  to  take  a 
broad  view  of  the  situation  and  animated  with  a  spirit  somewhat 
above  that  of  immediate  profits.  In  Great  Britain  the  Bank  of 
England  is  in  a  strategic  position,  by  virtue  of  its  divorce  from 
politics  and  its  leadership  in  banking,  to  assert  this  control.  In  the 
United  States  the  Federal  Reserve  Board  and  the  several  federal 
reserve  banks  should  be  able  to  exercise  this  function,  but  they 
were  too  tied  up  with  the  financing  of  the  government  war  loans 
to  act  energetically  in  preventing  over-extension  of  credit  during 
the  period  of  prosperity  preceding  the  crisis  of  1920,  and  it  remains 
to  be  seen  whether  they  can  exercise  in  the  future  a  sufficiently 
effective  control  over  the  extension  of  credit  by  member  banks  to 
slow  down  the  speculative  activity  which  is  the  breeder  of  crises. 
Thus  far,  speculative  activity  on  the  stock  exchanges,  at  any  rate, 
does  not  seem  to  have  been  hampered  by  the  efforts  of  the  Federal 
Reserve  Board  to  control  the  credit  situation. 


548  ELEMENTARY   ECONOMICS 

Forecasting.  The  second  line  of  attack  is  in  the  direction  of 
determining  the  trend  of  events  and  then  taking  such  precau- 
tionary measures  that  the  predicted  event  (if  it  be  unfavorable) 
shall  not  come  to  pass.  Forecasting  involves  the  prediction  of  the 
course  of  future  events  on  the  basis  of  the  experience  of  the  past. 
It  is  predicated  on  an  accurate  knowledge  and  just  evaluation  of 
the  relative  importance  of  each  event  in  the  business  cycle.  In 
the  light  of  this  knowledge  of  the  past,  present  events  and  trends 
can  be  appraised,  and  by  taking  proper  precautions  over-expansion 
of  business  can  be  avoided. 

As  yet  forecasting,  despite  its  progress  in  recent  years,  is  in  its 
infancy,  and  it  is  little  used  by  business  men  in  the  conduct  of  their 
practical  affairs.  But  it  is  not  too  much  to  anticipate  that,  with 
the  improvement  of  economic  science  and  the  proof  of  its  value 
in  the  conduct  of  business  affairs,  entrepreneurs  will  come  more 
and  more  to  rely  upon  forecasting  services,  and  the  extreme  cyclical 
fluctuations  will  in  some  degree  be  thus  eliminated  from  business. 

Stabilizing  the  monetary  standard.  Since  fluctuations  in  the 
quantity  of  gold  are  among  the  most  fundamental  of  the  causes  of 
price  changes,  it  follows  that  any  plan  which  would  provide  a  more 
stable  monetary  system  than  the  present  one  based  on  the  gold 
standard  would  tend  to  reduce  the  fluctuations  of  the  business 
cycle.  It  is  this  that  gives  special  pertinence  in  this  connection 
to  the  movement  for  a  stabilized  dollar  to  which  attention  has 
already  been  directed  in  the  preceding  chapter. 


CHAPTER  XXIV 
INTERREGIONAL  TRADE 

Division  of  labor,  trade,  and  transportation.  Of  the  predomi- 
nant place  of  division  of  labor  in  the  modern  economic  organiza- 
tion the  reader  is  now  fully  aware.  Neither  the  individual  nor 
the  group  is  self-sufficient ;  each  individual  expects  to  purchase 
from  others  the  major  portion  of  the  goods  he  consumes,  and 
each  community  relies  in  part  upon  the  productivity  of  other 
communities  for  the  satisfaction  of  its  wants.  Indeed  it_ap2g^rs 
that  the  most  prosperous  communities  are  the  very  ones  which  are 
least  self-sufficient  and  that  the  economic  progress  of  mankind  has 
generally  involved  an  increasing  loss  of  local  as  well  as  personal 
self-sufficiency.  In  a  society  which  has  embraced  the  institutions 
of  private  property  and  personal  freedom,  all  division  of  labor  is 
conditioned  upon  trade,  while  territorial  division  of  labor  is  con- 
ditioned also  upon  transportation.  These  truths,  which  may  have 
appeared  almost  too  self-evident  to  require  statement,  will  serve 
to  introduce  certain  subjects  of  great  moment,  embracing  economic 
principles  by  no  means  at  once  self-evident  and  in  truth  cumbered 
with  certain  popular  fallacies  which  are  not  to  be  brushed  aside 
lightly. 

Trade,  in  its  simplest  form,- consists  merely  in  the  exchange  of 
goods  or  ser\'ices  in  the  same  place.  Most  trade  however  Involves 
more;  namely,  the  exchange  of  goods  between  different  places. 
It  is  this  sort  of  trade  which  presents  the  most  interesting  and 
important  economic  problems  and,  since  the  principles  of  the 
simpler  form  of  trade  are  included  in  those  of  the  more  complex, 
we  are  justified  in  confining  our  further  study  of  trade  to  the 
subject  of  interregional  and  international  trade. 

549 
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The  bases  of  interregional  trade.  So  many  popular  fallacies 
have  clustered  about  the  problem  of  interregional  trade  that  it  is 
essential  to  inquire  somewhat  minutely  into  the  nature  of  the 
gain  that  comes  from  regional  division  of  labor  and  interregional 
trade.  The  trade  in  some  articles  is  readily  enough  explained  by 
the  fact  that  in  no  other  way  could  the  community  possibly  obtain 
these  particular  goods.  Diamonds,  emeralds,  and  certain  other 
precious  stones  could  not  be  enjoyed  by  Americans  if  they  were 
not  brought  in  through  trade.  The  residents  of  a  great  industrial 
city  could  not  have  fresh  fruits  and  vegetables  save  for  the  trade  of 
the  agricultural  hinterland. 

The  real  problem  of  trade  however  has  to  do  with  the  many 
commodities  which  apparently  might  be  produced  at  home  and 
which  are  nevertheless  regularly  brought  in  from  other  regions. 
The  people  of  New  York  State  could  make  their  own  automobiles 
instead  of  leaning  so  heavily  upon  Michigan ;  the  United  States 
could  produce  all  the  sugar  it  needs  instead  of  only  a  part.  Ip  - 
fact  the  literal  impossibility  of  producing  an  article  at  home  can 
seldom  be  cited  as  the  reason  for  its  import.  The  real  reason  is 
that  by  calling  upon  the  resources  and  industry  of  other  communi- 
ties goods  may  be  obtained  at  lower  cost  than  would  be  incurred 
in  their  production  at  home.  Each  region  thus  looks  for  the 
things  it  needs  to  those  parts  of  the  country  or  of  the  world  where 
each  commodity  is  produced  most  cheaply  and  conversely  finds 
the  rest  of  the  country  and  of  the  world  calling  upon  it  for  those 
particular  commodities  which  it  produces  at  lowest  cost.  So 
each  region,  because  of  trade,  is  enabled  to  devote  its  resources 
and  energies  to  the  lines  of  production  for  which  it  is  best  adapted 
as  evidenced  by  its  ability  to  produce  at  low  cost. 

Local  advantages  and  their  causes.  Many  factors  combine  to 
d_etermine  whether  one  region  can  produce  a  good  more  cheaply 
than  another.  The  rich^^  and  favorable  climate  of  Cuba  make 
it  possible  to  grow  sugar  at  a  lower  cost  than  in  the  United  States ; 
the  exceptional  quality  of  the  manganese  ^g  of  the  Caucasus 
Mountains,  India,  and  Brazil  gives  those  regions  such  an  advan- 
tage in  the  extraction  of  that  product  that  virtually  all  the  man- 
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ganese  used  in  the  steel  industry  of  the  United  States  is  imported, 
in  spite  of  the  fact  that  we  ourselves  have  large  reserves  of  low- 
grade  manganiferous  iron  ore.  In  other  cases  the  low  cost  of 
production_js_due  to  the  economies  which  arise  from  large  scale 
production,  the  extensive  use  of  machinery,  and  the  minute  sub- 
division of  operations.  The  great  reserves  of  iron  and  coal  of 
England,  together  with  an  intelligent  and  industrious  population, 
large  accumulations  of  capital  for  investment,  and  the  application 
of  large  scal£  methods  of  production,  have  o^ivpf)  thp  T^rifi«^h  a^~ 
vantages  in  the  manufacture  of  many  articles.  Numerous  oth< 
illustrations  of  the  way  in  which  the  products  of  a  region  have  been 
determined  by  superiority  in  natural  resources,  by  peculiar  g|^jj[i 
on  the  part  of  its  laborers,  by  relatively  great  accumulations  of 
ca^DJtal.  or  by  econoTfl|y;j^  jn  fhp  ^rji^anwaf^f^p  of  industry  will  at 
once  occur  to  the  reader.  The  essential  fact  is  that  differences 
in  productive  advantages  are  enjoyed  by  different  regions  and  that 
these  lead  to  regional  specialization  in  production  and  the  exchange 
of  the  surplus  products  through  trade. 

The  gain  from  specialization  and  trade.  Jt  i^  doubtless  evident 
from  what  has  been  established  to  this  point  that  specialization 
bv  each  region  m  the  production  of  the  u:oo(!s  ic^r  which  it  is  best 
fitted  must  increase  enormously  the  total  of  the  world's  production^ 
and  correspondingly  add  to  the  goods  available  for  the  satisfaction 
of  human  wants,  but  the  situation  will  be  clearer  and  the  causal 
relation  brought  more  out  into  the  open  if  we  inquire  somewhat 
minutely  into  the  economic  effects  of  interregional  trade.  For  this 
purpose  we  may  set  up  a  hypothetical  case  which,  in  spite  of  its 
obvious  artificiality,  will  serve  to  expose  the  principle  in  which 
we  are  interested. 

Let  us  suppose  that  country  A  and  country  B  can  produce  either 
wheat  or  corn,  but  that  A  has  an  advantage  in  the  production  of 
wheat,  while  B  has  an  advantage  in  the  production  of  corn.  To 
make  the  example  concrete,  let  us  say  that  with  the  expenditure 
of  a  unit  of  labor  and  capital  (composed  of  so  many  hours  of  labor, 
so  much  machinery,  fertilizer,  etc.)  A  can  produce  either  two 
bushels  of  wheat  or  one  bushel  of  corn,  while  B  with  the  same 
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expenditure  of  effort  (one  unit  of  labor  and  capital)  can  produce 
either  one  bushel  of  wheat  or  two  bushels  of  corn.     Then  if  A  and 
B  each  spends  two  units  of  labor  and  capital  and  each  produces 
/JSoth  corn  and  wheat-the-reswlt-a^ill  be  : 

(  A  2  bu.  of  wheat  +  1  bu.  of  com 

\  B  1  bu.  of  wheat  +  2  bu.  of  com 

Total  3  bu.  of  wheat  +  3  bu.  of  com 

If  each  country  spends  its  two  units  in  the  production  of  the 

^ood  in  which  it  has  a  real  advantage  the  result  will  be  as  follows : 

A  4  bu.  of  wheat 

B  4  bu.  of  corn 


Total  4  bu.  of  wheat  +  4  bu.  of  com 

V   In  this  case  there  is  a  gain  in  total  product  of  one  bushel  of 

wheat  and  one  bushel  of  corn,  but  neither  country  wants  to  be 

without  the  other  grain.     Rather  than  do  without  corn  entirely, 

A  would  be  willing  to  spend  one  unit  in  producing  a  bushel.     Let 

us  then  further  assume  that  A  exchanges  wheat  for  corn  with  B 

at  the  rate  of  one  bushel  of  wheat  for  one  bushel  of  corn.^     If  two 

bushels  are  sold,  each  country  would  have  wheat  and  corn,  as 

follows : 

A        2  bushels  of  wheat  +  2  bushels  of  com 
B        2  bushels  of  wheat  +  2  bushels  of  com 

/Comparing  this  taJble  with  the  £riit  one,  we  sec  that  A  has  gained 
a  bushel  of  corn  and  B  has  gained  a  bushel  of  wheat  as  the  result 
bf  specializing  in  production  and.  exchanging  the  surplus. 
"^  It  may  however  happen  that  a  country  find-  itself  in  the  un- 
happy position  of  having  no  natural  advantages.  Its  soil  is  sterile, 
nature  has  not  endowed  it  with  any  mineral  resources  of  prime 
importance,  and  its  population  is  lethargic ;  yet  we  find  the  coun- 
try has  an  export  trade.  On  the  other  hand  there  are  countries 
which  are  so  favorably  situated  that  they  have  advantages  in 
many  different  lines  of  production ;  yet  they  regularly  import 
certain  goods  from  other  countries  which  are  actually  inferior  to 
them  in  those  lines.  This  situation,  as  to  the  practical  truth  of 
which  there  can  be  no  possible  doubt,  may  seem  anomalous  if  our 

.  '  In  these  illustrations  we  ignore  the  transportation  charges. 


mTERREGIONAL  TRADE  553 

previous  example  has  led  us  to  the  erroneous  conclusion  that  each 
country  will  necessarily  produce  for  itself  everything  in  the  pro- 
duction of  which  it  has  an  advantage,  with  the  corollary  that  the 
country  which  has  no  superiority  in  any  line  can  have  no  produc- 
tion at  all. 

To  explain  the  situation  let  us  assume  two  other  countries,  C 
and  D.  Country  C  with  one  unit  of  labor  and  capital  can  pro- 
duce either  fifteen  yards  of  cloth  or  one  ton  of  steel.  Country  D 
with  one  unit  of  labor  and  capital  can  produce  ten  yards  of  cloth 
or  half  a  ton  of  steel.  C  has  an  advantage  in  the  production  of 
both  cloth  and  steel,  but  its  advantage  in  the  production  of  steel 
is  greater.  Compared  with  C,  D  has  no  advantage  in  the  produc- 
tion of  either  commodity,  but  its  "  least  comparative  disadvan- 
tage "  lies  in  the  production  of  cloth.  If  each  country  devotes 
one  unit  of  labor  and  capital  to  the  production  of  cloth  and  two 
units  of  labor  and  capital  to  the  production  of  steel,  the  amounts 
produced  by  each  will  be  as  follows  : 

C  with  3  units  15  yards  of  cloth  +  2  tons  of  steel 

D  with  3  units  10  yards  of  cloth  +  1  ton   of  steel 

Total  25  yards  of  cloth  +  3  tons  of  steel 

If  however  with  the  same  expenditure  of  effort  as  before,  C 

specializes  on  the  production  of  steel,  and  D  on  the  production  ol 

cloth,  the  amounts  will  be  as  follows : 

C  with  3  units  3  tons  of  steel 

D  with  3  units  30  yards  of  cloth 


Total  30  yards  of  cloth  +  3  tons  of  steel 

From  the  standpoint  of  total  production  specialization  has 
brought  about  a  gain  of  five  yards  of  cloth,  but  this  is  of  no  par- 
ticular interest  to  either  country  unless  the  terms  of  exchange  are 
such  that  each  country  will  have  a  total  greater  than  in  the  former 
case.  C  would  be  unwilling  to  sell  steel  for  less  than  fifteen  yards 
of  cloth  a  ton,  since  it  would  be  more  profitable  to  manufacture 
the  cloth  at  home ;  D,  for  the  same  reason,  would  be  unwilling  to 
pay  more  than  twenty  yards  of  cloth  for  a  ton  of  steel.  A  rate 
of  eighteen  yards  of  cloth  for  one  ton  of  steel  falls  within  these 
limits,  and  we  will  assume  that  this  is  fixed  and  that  C  sells  D  a 
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ton  of  steel  for  eighteen  yards  of  cloth.     Then  we  find,  after  the 

exchange  has  been  effected,  the  following  situation. 

C  18  yards  of  cloth  +  2  tons  of  steel 

D  12  yards  of  cloth  +  1  ton   of  steel 

A  comparison  of  this  with  the  first  table  will  skow  that  C  has 
gained  three  yards  of  cloth  and  D  has  gained  two  yards  of  cloth. 
In  spite  of  C's  greater  productive  advantage  in  both  industries, 
it  is  worth  its  while  to  specialize  and  exchange  products  with  D. 
Of  course  the  people  of  D  still  have  less  to  show  for  their  efforts 
than  the  people  of  C,  but  they  would  have  still  less  if  they  were 
unable  to  specialize  on  cloth  and  get  their  steel  by  exchange. 

Conclusions.  PVom  this  example  may  be  drawn  an  important 
generalization.  It  is  to  the  advantage  of  a  country  or  region  to 
devote  its  energies,  not  to  all  tlie  lines  ot  prodU^tlOB  Itt  Wllll!lf 
It  may  have  superiority,  but  t^  thnse_iii-wTii/^Ti  Ug  mipprinpfv  is 
jgreatest,''provi3eTtraQegives  it  the  opportunity  to  secure  othyr 
goods  from  abroad.  Likewise  iheajpuntry  wlilch  iittft-jio  Iine-«QL 
superiority  will  fipd  it^advantageous  to  devote  its  energies  to  those 
Imes  in^hich  its  inferiority  i^  least  "marked,  grovid^d  th6^  oppor- 
tunity of  trade  with  other  regions  is  open  to  it.  This  genera!tza- 
tion  is  called  the  law  of  coviparative  advantages  and..ia_atalfitLiiL 
formal  language  as  follows :  A  country  gains  by  concentrating  ijs 
encrg'ifs  hi  flic  production  of  tJiosc  (joods  in  irhich  if  has  the  greatest 
cuuiparativc  advantages  or  in  which  it  haa  the  Ica-st  compnrnf.rm  f^iji-^ 
advantages. 

Our  conclusion  is  that  regional  specialization  and  interregional 

trade  promote  economy  in  the  use  of  the  productive  forces  of 

/society.     By  utilizing  the  most  fertile  soils  and  the  richest  mines, 

|by  turning  labor  and  capital  into  the  industries  for  which  each 

■region  is  best  suited,  society  as  a  whole  has  a  greater  quantity  of 

consumable  goods  to  share  among  its  members,  and  each  region 

is  enabled  to  secure  a  greater  quantity  of  consumable  goods  than 

otherwise  would  be  possible. 

Since  the  gain  from  trade  consists  in  the  increased  command 
)ver  consumable  goods  it  follows  that  imports  are  the  aim  and  end 
of  commerce.    ^*^_gyr2!l_in  J^rder  that  wg  may  import.    This 
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conclusion  is  somewhat  at  variance  with  popular  belief,  but  if  it 
be  true  that  commerce  exists  to  serve  men's  wants,  its  benefits  are 
to  be  measured  by  the  command  it  gives  over  consumable  goods. 
Our  exports  are  of  importance  only  in  so  far  as  they  provide  an 
easier  means  of  securing  the  goods  imported  than  by  making  them 
at  home,  and  the  greater  the  quantity  of  imports  which  we  can 
obtain  with  a  given  quantity  of  exports,  the  more  fortunate  our 
position  and  the  greater  the  national  income.  A  falling  off  in  the 
export  trade  is  to  be  considered  just  cause  for  public  alarm  only 
because  it  may  indicate  that  our  buying  power  in  foreign  markets 
has  decreased  and  therefore  our  command  over  foreign  goods  is 
less  than  formerly. 

These  conclusions  were  derived  without  reference  to  political 
boundaries,  and  they  apply  as  well  to  regional  specialization  within 
the  confines  of  a  single  country  as  to  specialization  between  coun- 
tries which  are  politically  distinct.  The  gain  which  comes  to  the 
United  States  from  purchasing  the  fine  woollens  of  England  with 
wheat  is  of  exactly  the  same  character  as  that  which  the  people 
of  New  England  experience  when  they  buy  western  foodstuffs 
with  their  manufactured  goods. 

Diminishing  returns  and  the  law  of  comparative  advantage.  In 
every  country  hundreds  and  thousands  of  different  articles  are 
produced.  Why,  if  the  law  of  comparative  advantages  really 
holds  good,  should  not  each  countrj',  or  each  section  of  each  coun- 
try, concentrate  on  the  production  of  one  article  only,  and  secure 
all  the  other  goods  it  needs  by  exchange  ? 

In  partial  answer  to  this  question  it  may  be  said  that  the  exist- 
ence of  a  comparative  advantage  in  the  production  of  any  com- 
modity depends  to  some  extent  upon  the  quantity  produced. 
Tliere  is  a  limit  to  the  economies  of  large  scale  production  ;  sooner 
or  later  all  industry  operates  under  conditions  of  increasing  cost. 
A  rising  marginal  cost  of  production  is  an  indication  that  the  com- 
parative advantage  in  the  production  of  additional  units  of  the 
good  is  becoming  less.  The  United  States  for  example  has  such 
decided  advantages  in  the  production  of  wheat  that  it  regularly 
has  a  surplus  of  several  hundred  millions  of  bushels  for  export,  but 
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if  it  were  to  attempt  to  supply  the  entire  world  with  wheat  the 
cost  per  bushel  would  rise  far  above  that  which  would  obtain 
in  other  wheat-producing  countries  or  even  in  some  at  least  of  the 
countries  which  now  import  wheat.  Rather  than  pay  the  price 
which  in  such  circumstances  would  be  necessary  to  remunerate 
the  American  farmers  for  their  efforts,  foreigners  would  buy  wheat 
from  other  sources  or  grow  wheat  at  home.  The  law  of  diminish^ 
ing  returns  therefore  sets  limits  to  specialization,  and  we  find  few 
"^pToducts  of  any  consequence  in  the  world's  commerce  which  are 
produced  in  one  region  exclusively,  just  as  we  find  few  important 
regions  with  only  one  industry. 

Transportation  and  the  law  of  comparative  advantage.  To 
complete  the  answer  to  the  question  raised  above  we  must  also 
take  into  account  the  factor  of  transportation.  In  our  hypo- 
thetical examples  we  ignored  the  costs  of  transportation,  but  in 
actual  life  they  offer  one  of  the  greatest  obstacles  to  the  develop- 
ment of  regional  specialization  and  trade.  The  reason  that  the 
merchants  of  any  region  import  a  commodity  from  outside  is 
because  it  can  be  sold  in  the  domestic  market  at  a  price  which  is 
lower  than  the  price  at  which  a  similar  article  of  domestic  manu- 
facture can  be  sold,  and  in  determining  the  sale  price  the  cost  of 
transportation  must  be  included.  English  manufacturers  may  be 
able  to  produce  certain  grades  of  brick  at  a  lower  cost  than  can 
American  manufacturers,  but  if  the  cost  of  shipping  them  to  New 
York  is  so  great  as  to  raise  their  price  above  that  of  similar  do- 
mestic bricks,  the  advantage  of  the  English  manufacturers  so  far 
as  the  New  York  market  is  concerned  is  without  significance. 
There  are  many  goods  of  which  this  is  true,  goods  which  are  com- 
monly produced  in  almost  every  locality,  because  the  cost  of  trans- 
porting them  from  one  place  to  another  is  so  great  as  to  wipe  out 
entirely  the  advantage  which  any  one  locality  may  have.  Near- 
ness to  market  therefore  gives  an  advantage  in  production  which 
may  outweigh  positive  disadvantages,  as  is  shown  for  example  by 
the  fact  that  common  bricks  are  almost  everywhere  a  local  product, 
seldom  brought  in  from  any  great  distance,  even  though  other 
places  may  enjoy  advantages  in  their  manufacture. 
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The  control  of  trade.  Every  producer  of  goods  naturally  seeks 
to  sell  his  product  in  the  market  where  he  obtains  the  highest  price, 
be  it  near  at  hand  or  far  away.  The  consumers  just  as  naturally 
endeavor  to  make  their  purchases  where  goods  may  be  obtained 
most  cheaply.  All  the  agencies  of  trade  and  transportation  are 
enlisted  in  the  effort  to  aid  producers  and  consumers  in  the  ac- 
complishment of  their  respective  purposes ;  every  class  of  middle- 
men is  actuated  by  the  same  motives  as  the  other  producers  and 
the  consumers  to  buy  in  the  cheap  market  and  sell  in  the  dear 
market  There  is  a  tendency  therefore  for  goods  to  move  from 
where  their  prices  are  low  to  where  their  prices  are  high.  _  By  thus 
reducing  the  supply  in  one  market  and  increasing  it  in  another,  the 
price  in  the  one  is  raised  and  in  the  other  is  lowered,  till  the  prices 
in  different  markets  are  brought  into  equilibrium. 

Equilibrium  of  prices  does  not  mean  equali'ty  of  prices.  The 
movement  of  any  commodity  from  the  low  priced  to  the  high  priced 
market  reaches  a  limit  when,  as  the  result  of  such  movement,  the 
difference  between  the  two  prices  is  brought  down  to  the  cost  of 
shipping  the  commodity  from  the  first  market  to  the  second. 
Thereupon  the  movement  ceases,  price  equilibrium  having  been 
reached.  If  transportation  could  take  place  instantaneously  and 
without  cost  we  would  find  the  price  of  each  commodity  the  same 
in  all  markets.  As  it  is,  equilibrium  is  attained  when  the  prices  of 
a  commodity  do  not  differ  by  more  than  the  cost  of  transportation. 
This  principle  may  be  stated  in  the  following  law :  In  the  absence 
of  restraints  on  trade,  the  prices  of  any  comnwdity  in  two  markets  tend 
to  differ  by  an  amount  not  greater  than  the  cost  of  transporting  the 
commodity  from  the  market  of  lower  price  to  that  of  higher  price. 

Thus  price  and  the  cost  of  transportation  control  the  flow  of 
goods  from  one  place  to  another.  There  will  be  trade  so  long  as 
there  would  otherwise  be  a  difference  in  the  prices  of  the  same 
commodity  in  two  markets  greater  than  the  cost  of  transportation 
between  them.  Where  the  difference  is  less  than  this  there  is  no 
interregional  trade,  as  is  the  case  of  many  commodities  of  which 
the  supplies  are  relatively  local ;  bricks,  for  example.  The  ability 
to  specialize  to  advantage  is  evidenced  by  a  relatively  low  cost  of 
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production,  which  enables  the  producers  of  one  region  to  undersell 
those  of  other  regions,  and  the  opportunities  for  the  extension 
of  regional  specialization  and  trade  are  brought  to  light  by  differ- 
ences in  the  prices  of  the  commodity  in  the  various  markets. 
Under  competitive  conditions  price  serves  as  an  automatic  control 
over  regional  division  of  labor  and  interregional  trade. 

Obstacles  to  trade  and  price  equilibrium.  The  restraints  which 
may  prevent  trade  and  so  prevent  the  attainment  of  price  equilib- 
rium are  numerous.  Frequent  examples  have  already  been  en- 
countered in  our  study,  and  we  shall  later  give  attention  to  one 
of  the  most  important,  the  ^irJnmi  tfirif^  In  the  present  connec- 
tion, however,  we  must  take  special  note  of  one  commodity  (if 
this  term  may  be  so  used)  which  is  peculiarly  susceptible  to  ob- 
stacles restraining  movement  in  response  to  inequalities  of  price. 
This  is  labor,  whose  price,  wages,  may  vary  widely  and  perma- 
nently between  different  countries  and  different  parts  of  the  same 
countrv^  without  being  corrected  by  the  migration  of  the  laboring 
populations.  Domestic  servants  in  one  part  of  the  world  may  be 
obtained  at  an  extremely  low  figure,  while  their  services  in  another 
country  command  a  high  price.  Labor  of  a  particular  t^^)e  is  paid 
different  rates  in  different  sections  of  the  country,  and  there  is 
often  material  difference  between  the  wage  scales  of  the  city  and 
the  immediately  surrounding  countryside.  In  some  cases  the  dif- 
ference may  be  only  nominal,  for  though  the  wages  of  the  car- 
penter in  the  village  may  be  lower  than  those  obtainable  for  the 
same  grade  of  skill  in  the  city,  his  living  expenses  may  be  lower 
also,  so  that  his  real  wages  —  the  command  over  commodities 
which  his  money  w^ages  give  him  —  are  as  high  as  those  of  the 
city  laborer.  But  always  there  remain  real  differences  which 
are  not  thus  to  be  explained  away.  ^j^hc^T  f^f^  ^  maffpr  nt  faot  is 
a  relatively  immobile  "  commodity."  The  personal  element  is 
always  present.  A  laborer  who  has  established  himself  and  his 
family  in  a  particular  environment  dislikes  intensely  to  break  the 
old  ties  and  form  entirely  new  associations  elsewhere,  and  he  will 
do  so  only  when  he  becomes  convinced  that  the  benefits  derived 
from  the  new  location  are  of  a  very  substantial  nature.     WTieat 
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will  be  sent  back  and  forth  from  one  city  or  one  country  to  another 
as  the  price  fluctuates;  labor  moves  much  more  slowly  and 
reluctantly. 

The  domestic  trade  of  the  United  States.  From  the  foregoing 
study  of  general  principles  we  may  now  profitably  turn  to  a  picture 
of  the  actual  commerce  of  the  United  States,  which  falls  naturally 
into  two  parts,  domestic  and  foreign.  It  is  noticeable  that  in  most 
discussions  of  trade  attention  is  apt  to  be  directed  predominantly 
to  the  country's  foreign  trade,  so  much  so  that  many  persons  have 
an  entirely  distorted  notion  of  the  relative  importance  of  the  two 
branches  of  national  trade.  As  a  matter  of  fact  the  domestic 
trade  of  the  United  States  is  much  larger  in  volume  and  hence  pre- 
sumably more  significant  to  the  welfare  of  the  nation  than  the 
foreign  trade.  Unfortunately  there  are  no  statistics  of  domestic 
trade,  as  it  is  obviously  impossible  to  require  detailed  records  of 
transactions  without  seriously  hampering  trade.  Exports  and 
imports  on  the  contrary  are  carefully  registered  at  the  custom- 
houses. Figures  on  the  volume  of  foreign  commerce  are  therefore 
available  and  are  frequently  cited  in  the  newspapers  and  finan- 
cial journals,  the  course  of  our  foreign  trade  is  eagerly  followed 
by  business  men,  and  as  a  result  popular  emphasis  is  wrongly 
placed. 

In  the  endeavor  to  make  reasonable  estimates  of  the  volume  of 
domestic  trade  many  ingenious  methods  have  been  utilized,  but  it 
should  be  remembered  that  all  figures  of  domestic  trade  are  but 
estimates  and  at  best  subject  to  a  wide  margin  of  error.  We  do 
not  need  to  discuss  the  methods  used  in  determining  the  relative 
values  of  foreign  and  domestic  trade,  but  merely  to  state  the 
results.  Depending  on  the  method  used,  the  foreign  trade  is 
variously  estimated  as  amounting  to  from  two  to  nmeteen  pex, 
mlTof  the  domestic  trade.  In  other  words,  taking  the  lowest 
estimate  of  our  domestic  trade,  it  is  five  times  the  foreign  trade 
ill  \olume  ;  taking  the  highest  figures,  it  amounts  to  fifty  times  the 
foreign  trade.  Whichever  of  these  estimates  is  the  more  nearly 
correct,  we  conclude  that  domestic  trade  is  unquestionably  the 
more  important.    The  popular  exaggeration  of  the  importance 
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of  foreign  trade,  particularly  of  the  export  trade,  is  based  on  mis- 
information as  to  the  facts  and  misunderstanding  of  the  principles 
of  trade. 

The  foreign  trade  of  the  United  States.  This  is  not  the  place 
for  an  extensive  survey  of  the  foreign  commerce  of  the  United 
States,  but  the  reader  will  doubtless  be  interested  in  some  general 
knowledge  of  its  size  and  its  general  character.  The  table  below 
gives  the  total  value  of  exports  and  imports  for  a  number  of  years 
and  will  serve  to  illustrate  the  phenomenal  growth  of  our  foreign 
commerce  as  a  whole. 

Foreign  Commerce  of  the  United  States 
(in  millions  of  dollars) 


Ex-porls 

{domestic  and  foreign) 

Imports 

1800 

70.9 

91.0 

1820 

69.7 

74.4 

1840 

123.7 

98.2 

1860 

333.6 

353.6 

1880 

835.6 

667.9 

1900 

1,394.5 

849.9 

1910 

1,744.9 

1,556.9 

1920 

8,228.0 

5,278.5 

1923 

4,167.5 

3,792.0 

1924 

4,590.9 

3,609.9 

1928 

5,129.0 

4,091.0 

That  the  growth  has  been  real  and  significant  is  self-evident, 
but  the  reader  should  be  cautioned  against  drawing  hasty  con- 
clusions from  the  table,  It_is  not  true  that  between  the  years 
1820  and  1920  the  physical  volume  of  exports  increased  by  somii- 
thing  over  ten  thousand  per  cent,  as  a  comparison  of  these  figures 
might  sf'ctn  to  indicate,  for  during  those  hundred  years  there  wtoii 
variou  '  :  ,i;es  in  the  price  levels,  and  the  price  level  in  1Q20 
was  much  higher  than  in  1S20.  The  Buxeau^of  Foreign  a.n.d 
Domestic  Trade  of  the  Department  of  Commerce  has  made  a 
corrected  comparison  of  the  volume  of  trade  by  translating  the 
values  of  the  goods  exported  and  imported  in  various  years  into 
l'923~prices.  Thus  the  value  of  the  average  annual  exports  of 
domestic  goods  for  the  period  1910-1914  as  reported  was  .$2,1:30  - 
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mn.OOO;  I'n  tprmiS-aUX^aa-Tirirrr.  if  wn,iul3fifiQ,00000n.  nn  merpRse 
due  to  the  fact  that  1923  prices  were  considerably  higher  than 
those  "of  1910-1914.  Since  the  value  of„tlie  domestic  exports  in 
I92!r was  $4,091,000,000,  it  appears  that  the  increase  in  the  volume 
of"e5cpOTts  was  not  ninety-one  per  cent,  as  would_appe;ir  from  a 
comparison  of  the  first  figure  for  lOIO^IHlX^ith-the  expooitS-Of 
1923,  but  really  aboijj^ciL  per  c^nt.  It  is  quite  possible  for  the 
physical  volume  of  trade  to  decline  from  one  year  to  another, 
while  the  value  of  the  trade  increases.  Professor  Fisher  gives  the 
following  interesting  example  of  this :  ^  "  The  money  value  of  car 
wheels  exported  from  the  United  States  in  one  month  was  S12,000 
and  in  a  later  month  .$15,000,  from  which  fact  we  might  infer  that 
the  quantity  of  these  exports  had  increased.  But  the  number  of 
car  wheels  exported  in  the  first  of  these  two  months  was  2,200, 
and  in  the  second  only  2,100,  showing  a  decrease.  The  price 
had  increased  faster  than  the  number  had  decreased." 

The  commodity  character  of  foreign  trade.  The  following  table 
gix'es  for  selected  years  the  commodity  character  of  the  foreign 
trade  of  the  United  States. 

Commodity   Character   of   Exports   and   Imports   in    Percentages   op 
Total  Exports  and  Imports  of  the  United  States 

Commodity  Imports  Domestic  exports 

Crude  materials  for  use  in  manufacturing 

Foodstuffs  in  crude  condition,  and  food 
animals 

Foodstuffs  wholly  or  partly  manufactured 

Manufactures  for  further  use  in  manu- 
facturing 

Manufactures  ready  for  consumption 

Total  (in  millions) 

♦  Year  ending  June  30. 
t  Calendar  year. 

These  fl<::un's  trll  tlie  story  of  a  revolutionary  change  in  the 
character  of  the  foreign  trade  of  the  United  States,  indicating"" 
the  growth  In  relative  importance  of  the  nation's  manufacturing 
industries.     In  T860"''We"'exported  seventy-two  per  cent  of  our 

*  Elementary  Principles  of  Economics,  page  19. 


1860^ 
11% 

I928t 

36% 

I860* 

68% 

1928t 

26% 

13% 
17% 

13% 
10% 

4% 
12% 

6% 
9% 

10% 
49% 
$354 

19% 
22% 
$4,091 

4% 
11% 
$316 

14% 
45% 
$5,030 
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goods  in  crude  form.  In  1928  all  but  thirty- two  per  cent  of  our 
'domestic  exports  were  partly  or  wholly  manufactured,  and  the 
percentage  of  consumable  manufactures  had  increased  from  eleven 
to  forty-five.  On  the  import  side  the  converse  is  seen  to  hold 
true.  The  percentage  of  manufactures  ready  for  consumption 
which  we  imported  declined  from  forty-nine  in  1860  to  twenty-two 
in  1928,  the  percentage  of  goods  partly  fabricated  but  requiring 
further  processes  increased,  and  the  percentage  of  raw  materials 
imported  increased  greatly. 


CHAPTER  XXV 
FOREIGN   EXCHANGE 

Payments  between  persons  in  the  same  place  are  made  by  means 
of  money  or  checks,  and  the  process  has  been  sufficiently  inves- 
tigated in  previous  chapters.  Payments  between  persons  in  dif- 
ferent places  on  the  other  hand  involve  certain  special  prob- 
lems, owing  to  the  necessity  of  making  currency  paid  in  one  place 
available  in  another  place.  If  in  addition  the  two  persons  are  in 
different  countries,  a  further  complexity  may  arise  owing  to  the 
difference  in  monetary  units.  Since  all  the  economic  problems 
involved  in  payments  between  places  in  the  same  country  are 
included  in  the  more  complex  subject  of  international  payments, 
the  whole  matter  may  properly  be  discussed  under  the  subject 
of  foreign  exchange. 

An  export  of  cotton.  The  simplest  approach  to  this  subject 
is  by  way  of  the  study  of  typical  examples  of  export  and  import 
transactions.  Let  us  therefore  assume  that  Richards  &  Green  of 
New  York  has  sold  Harris  &  Company,  Ltd.,  of  London  a  certain 
number  of  bales  of  cotton  for  £1,000.  Now  it  is  evident  that  the 
ordinary  forms  of  currency  used  in  domestic  trade  are  not  available 
for  payment  in  this  case.  It  is  within  the  realm  of  possibility 
that  Harris  &  Company,  Ltd.,  might  effect  payment  by  shipping 
a  quantity  of  gold  to  Richards  &  Green.  Gold  is  a  commodity 
which  has  a  ready  market,  and  were  Richards  &  Green  to  receive 
one  thousand  gold  sovereigns  it  could  sell  them  to  bullion  brokers 
or  take  them  to  the  mint  and  have  them  coined  into  American 
dollars.  But  the  shipment  of  gold  is  a  troublesome  and  expensive 
operation  which  is  practically  never  used  for  commercial  pay- 
ments. The  universal  currency  for  international  payments  is 
the  bill  of  exchange. 

563 


564  ELEMENTARY   ECONOMICS 

The  bill  of  exchange.  We  may  assume,  what  would  almost 
always  be  true  in  such  a  case,  that  the  terms  of  the  sale  have  called 
for  a  bill  of  exchange  to  be  drawn  by  Richards  &  Green  on  Harris 
&  Company,  Ltd.     The  bill  will  be  in  the  following  form : 


No.  726  New  York,  December  29,  1929 

Pay  at  sight  to  the  order  of  the  New  York  Bank 
One  Thousand  Pounds  SterUng 

(signed)  Richards  &  Green 

To  Harris  &  Company,  Ltd. 
London,  England 


The  bill  of  exchange  is  an  instrument  of  such  importance  that  we 
must  pause  here  to  formulate  its  precise  technical  definition, 
which  is  as  follows  :  A  bill  of  exchange  is  an  unconditianal  order  in 
writing,  signed  h^l^snc^erson  {called  the  drawer)  directing  a  second 
versonljcalled  the  drawee)  to  pay  a  third  person  {called  the  payee) 
or  his  order  a  certain  sum  of  money  at  some  definite  time  in  the  future. 
it  will  be  noted  that  the  example  given  above  conforms  with  this 
definition.  The  bill  of  exchange  appears  in  various  other  forms, 
of  which  the  simplest  is  the  ordinary  bank  check,  with  which  the 
reader  has  become  acquainted  through  the  medium  of  an  earlier 
chapter,^  and  doubtless  also  from  practical  experience. 

Financing  exports.  When  Richards  &  Green  ships  the  cotton  it 
secures  from  the  steamship  company,  or  possibly  from  a  railroad 
company  if  the  shipment  is  to  be  made  from  an  inland  warehouse, 
a  bill  of  lading,  which  not  only  shows  that  the  company  has 
received  a  certain  number  of  bales  of  cotton  and  has  agreed  to 
^ansport  them  to  England,  but  also  serves  as  the  evidence  of 
ownership  in  the  cotton.  Anyone  in  possession  of  a  properly 
endorsed  bill  of  lading  can  secure  the  cotton  from  the  steamship 
company,  and  it  can  be  secured  in  no  other  way.  Marine  insurance 
must  be  taken  out  on  the  shipment  in  order  that  the  owner  may 
be  protected  if  the  cotton  suffers  loss  or  damage  during  the  sea 
voyage,  for  ocean  carriers  are  by  law  exempt  from  practically  all 

1  See  Chapter  XX. 
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responsibilitxjyitli  regard-to- the  safgtxjoXjH£©eiit§„,£ntrus;^d  to 
them.  -.'-^- 

Richards  &  Green  next  takes  the  bill  of  exchange,  with  these  two 
documents  (bill  of  lading  and  insurance  policy)  and  possibly  others 
attached,  to  its  bank,  the  New  York  Bank,  for  sale.  The  bank 
knows  nothing  about  the  reliability  of  Harris  &  Company,  Ltd., 
but  it  knows  that  Richards  &  Green  is  an  old,  well-established 
house  with  a  reputation  for  financial  straightforwardness.  If  it 
buys  the  bill  of  exchange  it  will  acquire  a  credit  instrument  bearing 
the  signature  of  the  responsible  officer  in  the  concern  and  having 
the  same  standing  as  a  promissory  note  signed  by  the  same  oflBcer. 
If  Harris  &  Company,  Ltd.,  fails  to  meet  the  bill  when  presented 
for  payment  the  bank  can  enforce  payment  from  Richards  &  Green. 
Furthermore  the  bank  acquires  possession  of  the  bill  of  lading, 
which  will  give  it  the  title  to  the  cotton.  Now  cotton  is  a  staple 
article,  not  perishable,  and  commanding  at  once  a  definite  price 
in  all  the  important  markets  of  the  world.  If  the  worst  should 
happen  and  the  bank  could  not  collect  from  Richards  &  Green, 
it  could  sell  the  cotton  and  still  not  lose  much.  Relying  therefore 
on  the  responsibility  of  Richards  &  Green  and  on  the  cotton  as 
collateral  security,  it  purchases  the  bill  of  exchange  at  the  rate 
prevailing  in  the  market  at  the  moment  for  bills  of  that  character. 
The  rate,  let  us  say,  happens  to  be  $4.84  per  pound  sterling,  and 
Richards  &  Green  therefore  receives  $4,840  in  cash.  ■nie__export- 
ing  firm  has  thus  received  payment  for  the  cotton  in  American 
dollars  immediately  after  shipment  and  has  no  further  interest  in 
the  transaction,  sa^'e  for  its  contingent  liability. 

The  bank  now  sends  the  I)ill,  with  the  documents  still  attached, 
to  the  London  Bank,  with  which  it  has  correspondent  relations, 
with  instructions  that  it  be  presented  at  once  to  Harris  &  Company, 
Ltd.,  for  payment  and  that  the  proceeds  be  credited  to  the  account 
of  the  New  York  Bank.  Harris  &  Company,  Ltd.,  pays  the  bill 
when  presented  and  receives  the  bill  of  lading,  which  entitles 
it  to  claim  the  cotton  from  the  agents  of  the  steamship  company. 

We  may  summarize  these  stages  in  the  financing  of  the  export 
of  cotton  as  follows  :  (1)  Richards  &  Green  draws  abillnf  pyrha^g*^ 
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on  Harria-&--Compaiij%  htd^ior  £.1,Q00.  „.(2).-£icb^^-&"-Gi»een 
sells  the  bill  of  exchange  (with  documents  attached)  to  the  New 
York  Bank  for  $4,840.  (3)  The  New  York  Bank  sends  the  bill 
and  the  documents  to  its  correspondent  in  London,  the  London 
Bank.  (4)  The  London  Bank  collects  £1,000  from  Harris  &  Com- 
pany, Ltd.,  and  surrenders  the  bill  of  lading.  (5)  The  New 
York  Bank's  deposit  account  wdth  the  London  Bank  is  credited  by 
£1,000. 

Financing  imports.  A  similar  example  will  aid  us  to  visualize 
the  several  steps  involved  in  the  financing  of  an  import.  We 
assume  that  White  &  Company  of  New  York  has  purchased  £800 
worth  of  cotton  goods  from  R.  J.  Littlefield  of  London.  It  is 
again  possible  for  White  &  Company  to  ship  a  sufficient  quantity 
of  gold  to  be  worth  £800  in  London,  or  Littlefield  might  draw  a 
bill  of  exchange  on  White  &  Company,  thus  reversing  the  process 
described  in  the  previous  section.  But  as  a  matter  of  fact  trade 
practice  generally  places  the  responsibility  of  making  payment,  as 
well  as  of  securing  payment,  on  the  American  merchant.  So  in 
this  instance  White  &  Company  is  required  to  place  Littlefield  in 
possession  of  £800  in  cash  or  its  equivalent  in  London.  This  it 
can  do  by  purchasing  from  its  banker  a  bill  of  exchange  such  as  the 
following,  often  called  a  demand  or  sight  draft. 


No.  918  New  York,  January  5,  1930 

At  sight  pay  to  the  order  of  R.  J.  Littlefield 

Eight  Hundred  Pounds  SterHng 

and  charge  the  same  to  our  account 


(signed) 
New  York  Bank 


To 

The  London  Bank 


TheL_N£35L..York  Bank  sells  this  bill  of  exchange  to  White  & 
Company  at  the  prevailing  rate  for  bankers'  demand  drafts,  which 
we  will  assume  to  be  $4.87.  The  draft  therefore  costs  White  & 
Company  $3,896.     White  &  Company  sends  the  draft  by  mail  to 
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Littlefield,  who  presents  it  at  the  London  Bank  and  receives  £800 
in  cash,  which  amount  is  debited  to  the  account  of  the  New  York 
Bank. 

'The  banks  and  the  exchange  market.    The  part  which  the 
bankers  play  is  that  of  middlemen.     It  would  indeed  be  possible 
for  the  importers  to  buy  bills  of  exchange  from  exporters  and  to 
that  extent  eliminate  the  bankers,  and  in  the  past  this  has  been 
done.     We  know  that  in  the  first  decade  of  the  nineteenth  century 
American  importers  rarely  paid  by  bankers'  drafts ;   in  almost  all 
cases  the  bills  remitted  were  those  drawn  on  British  purchasers 
by  exporters  of  cotton,  grain,  or  other  products.     Today  vhtually 
all  bills  are  in  the  first  instance  either  sold  to  or  bought  from  the 
bankers.     The  banker  has  a  wide  circle  of  customers  importing 
and  exporting  every  known  ware  and  dealing  with  all  the  markets 
of  the  world,  and  he  is  able  to  buy  and  sell  drafts  in  all  currencies 
and  in  all  amounts  at  a  moment's  notice.     It  is  patently  much 
simpler  for  an  importer  who  must  remit  a  draft  for  £168  9s.  3d. 
to  purchase  it  from  a  banker  than  to  find  an  exporter  who  has  a 
draft  for  this  precise  amount,  for  the  banker  can  draw  a  draft  in 
any  denomination  so  long  as  he  has  a  credit  balance  abroad  suffi- 
ciently large  to  cover  it,  while  the  size  of  the  exporter's  draft  is 
regulated  by  his  export.     An  importer  of  goods  from  China  can 
secure  a  draft  payable  in  Shanghai  or  Hongkong  with  no  difiiculty, 
and  furthermore  he  knows  and  the  Chinese  exporter  knows  that 
the  risk  of  loss  inherent  in  a  banker's  draft  is  much  smaller  than 
in  a  draft  drawn  by  one  commercial  house  on  another.    Because 
of  these  advantages  it  is  not  surprising  to  find  the  banker  at  present 
the  focal  point  of  the  foreign  exchange  market.     Only  rarely 
would  an  importer  who  is  required  to  remit  a  bill  of  exchange  send 
anything  but  a  banker's  draft,  or  an  exporter  who  has  a  bill  for  sale 
look  for  a  purchaser  outside  his  bank. 

Middlemen  always  expect  to  sell  what  they  buy,  and  bankers  do 
not  differ  from  other  middlemen  in  this  respect.  When  they  buy 
bills  of  exchange  it  is  because  they  expect  to  be  able  to  sell  bills  of 
exchange.  We  have  seen  that  the  result  of  the  purchase  by  the 
New  York  Bank  of  the  bill  drawn  by  Richards  &  Green  was  to  give 
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this  bank  a  credit  with  the  London  Bank  of  £1,000.  It  was  the 
existence  of  a  credit  such  as  this  which  enabled  the  New  York 
Bank  to  sell  its  own  demand  draft  to  White  &  Company.  By  the 
same  token  the  sale  of  this  draft  to  White  &  Company  gave  the 
bank  cash  wherewith  to  purchase  other  bills  of  other  exporters. 
Every  time  a  bank  buys  a  bill  payable  in  London,  it  reduces  the 
supply  of  cash  in  its  own  vaults  and  acquires  a  deposit  in  England. 
It  will  not  buy  bills  of  exchange  simply  to  pile  up  unused  credits 
in  the  London  Bank,  for  the  low  rate  of  interest  which  it  might  get 
on  such  a  deposit  would  not  compensate  it  for  the  loss  of  funds  in 
New  York,  and  furthermore  so  one-sided  a  business  would  soon 
drain  all  its  cash  resources  and  compel  it  to  suspend  operations. 
On  the  other  hand  every  time  a  bank  sells  a  bill  payable  in  London, 
it  acquires  cash  in  its  own  vaults  and  reduces  its  deposits  in  Eng- 
land. The  bank  cannot  long  continue  a  one-sided  business  of  this 
sort  without  entirely  exhausting  its  London  credit  and  so  being 
compelled  to  suspend  operations. 

If  however  the  bank  regulates  its  purchases  of  bills  and  its  sales 
of  its  own  drafts  in  harmony  with  each  other,  it  will  create  and 
utilize  its  foreign  credits  and  expend  and  replenish  its  cash  resources 
at  home  in  approximately  equal  amounts  from  day  to  day.  These 
balanced  transactions  will  permit  it  to  keep  its  balance  with  its 
foreign  correspondent  neither  unduly  large  nor  unduly  small  and 
likewise  to  avoid  both  a  shortage  of  cash  and  a  surplus  of  idle  funds 
in  its  home  office.  The  bank  dealing  in  foreign  exchange  intends 
that  its  operations  shall  approximate  this  equilibrium,  while 
making  its  profit  in  foreign  exchange  by  selling  at  a  slightly  higher 
rate  than  the  one  at  which  it  buys. 

But  it  will  be  noted  that  the  bankers  must  depend  for  equilibrium 
in  these  transactions  on  the  demand  and  supply  of  bills  arising 
from  the  currents  of  international  commerce.  These  currents  of 
commerce  are  variable.  At  certain  seasons  of  the  year  the  volume 
of  exports  from  the  United  States  is  extraordinarily  heavy;  at 
other  seasons  American  merchants  are  importing  unusually  large 
quantities  of  goods.  It  is  quite  possible  that,  on  account  of  the 
transactions  of  a  certain  short  period,  business  men  in  America 
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may  owe  £50,000,000  on  account  of  imports  received  and  be  owed 
only  £25,000,000  on  account  of  exports.  By  buying  the  bills  of  the 
exporters,  American  bankers  can  acquire  credits  in  London  of 
£25,000,000  and  be  in  position  to  sell  their  own  bills  to  this  amount 
to  the  importers.  But  this  will  leave  £25,000,000  of  the  debts 
of  the  American  importers  unpaid.  What  happens  in  the  exchange 
market  when  so  great  a  discrepanc}^  arises  between  exports  and 
imports?  Are  some  of  the  importing  merchants  left  to  shift  for 
themselves?  On  the  other  hand,  if  the  trade  balance  happens 
to  be  the  other  way,  are  some  of  the  exporters  left  with  no  means 
of  obtaining  payment  through  sale  of  their  bills  of  exchange? 
Before  answering  these  questions  we  must  make  some  inquiry 
into  the  forces  which  determine  the  rates  of  exchange. 

The  mint  par  of  exchange.  Since  nearly  every  nation  has  its 
own  peculiar  monetary  unit,  international  payments  generally 
involve  translation  of  one  currency  into  another.  When  two 
countries,  like  Switzerland  and  Roumania,  have  the  same  unit  (even 
though  it  goes  by  different  names),  the  translation  of  the  one  into 
the  other  involves  no  problem,  the  ratio  between  them  being  unity. 
Even  wb^n  t\\f,  ^pits  are  different,  the  problem  is  merely  one  of 
simple  arithmetic ;  namely,  the  determination  of  the  ratio  between. 
the  pure  gold  contents  of  the  respective  units.  This  ratio  is  calle^^ 
th^  jnint  par  of  exchange,  and  its  determination  is  a  necessary 
preliminary  step  in  the  study  of  the  rate  of  exchange  between  any 
two  nations. 

Between  Switzerland  and  Roumania,  the  mint  par  is  1 ;  i.e.,  one 
franc  is  equivalent  to  one  leu.  As  an  example  of  countries  with 
unlike  units,  let  us  calculate  the  mint  par  between  the  United 
States  and  Great  Britain.  The  sovereign  of  Great  Britain  contains 
1 13.001 16f  grains  of  fine  gold,  and  the  gold  dollar  of  the  United 

.       «o««         .  .n  ,,        rr,,  .     •     113.00116^ 

States  contams  23.22  grams  ot  fane  gold.      Ihe  ratio  is  —  ^, 

or  4.8665+.  Hence  the  British  gold  sovereign  contains  4.8665-1- 
times  as  many  grains  of  fine  gold  as  the  dollar,  and  the  mint  par  of 
exchange  is  $4.8665+  per  pound  sterling,  meaning  that  if  ten 
thousand  gold  sovereigns  of  full  weight  were  taken  to  the  United 
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States  mint  they  would  contain  sufficient  fine  gold  to  furnish 
the  gold  content  of  $48,665.  For_jiLLC. . -purposes  we .  shall  Jae 
sufficiently  exact  if  we  consider  the  mint  par  of  exchange  as  $4,86 
per  pound  sterling.  Par  of  exchange  with  France  is  ^:92  cents  per 
franc.  Mint  pars  between  the  dollar  and  the  other  standard  gold 
coins  of  the  world  are  determined  by  the  same  principles. 

The  rate  of  exchange.  As  usually  expressed,  the  rate  of  ex- 
change  between  two  countries  is-  the  price  paid  in  the  home  country 
jor  on&.Jiiiyt  ~of  the  money  of  the  foreign  country  payable  in  that 
coupfi^y-.  In  other  words  the  rate  of  exchange  is  the  price  of 
foreign  bills  of  exchange.  For  example  the  rate  in  New  York  on 
London  is  the  amount  of  American  money  that  must  be  paid  in 
New  York  for  a  bill  of  exchange  calling  for  one  pound  of  English 
money  payable  in  London.^  The  rate  of  exchange  is  not  the  same 
thing  as  the  mint  par  of  exchange.  When  the  rate  of  exchange  in 
the  actual  market  stands  at  the  mint  par  we  say  that  exchange  Ts 
^a.f-  par  "  But  this  rarely  occurs,  and  when  it  does  it  is  only  by 
chance.  The  mint  par  does  not  determine  the  rate  of  exchange ; 
its  significance  lies,  as  will  appear,  in  the  fact  that  it  sets  limits  to 
the  fluctuations  of  the  rates. 

The  rate  of  exchange  is  a  price  and,  in  common  with  competitive 
prices  in  general,  is  determined  by  demand  and  supply.  The 
demand  for  bills  of  exchange  comes  primarily  from  the  importers 
and  others  who  are  under  the  necessity  of  making  payments  in 
foreign  countries.  The  sujgply  comes  primarily  from  the  exporters 
and  others  who  have  money  payable  to  them  in  foreign  countries. 
The  bankers  are  the  middlemen  who,  buying  and  selling,  bring 
together  the  forces  of  demand  and  supply.  In  accordance  with 
the  general  laws  of  price,  the  greater  the  demand  for  bills  (other 
things  being  equal),  the  higher  the  rate  of  exchange ;  the  greater  the 
supply  (other  things  being  equal) ,  the  lower  the  rate.  In  terms  of 
international  trade,  when  imports  are  large  compared  with  exports, 

*  Rates  of  exchange  may  equally  well  be  expressed  the  other  way  round,  as  the 
amount  of  the  foreign  money  payable  in  the  foreign  country  which  may  be 
obtained  in  the  home  country  for  one  unit  of  its  money.  Thus  before  the  World 
War  the  rate  of  exchange  on  France  was  often  stated  as  so  many  francs  per  dollar. 
This  is  not  the  usual  method  however. 
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the  rate  of  exchange  tends  to  be  high ;  when  exports  are  relatively 
large,  the  rate  tends  to  be  low. 

The  gold  points.  But  the  rate  of  exchange  differs  from  most 
competitive  prices  in  one  important  respect.  It  can  fluctuate 
only  within  definite  limits.  Having  risen  to  the  upper  limit,  the 
rate  will  stand  there,  no  matter  how  great  the  demand,  till  changed 
conditions  send  it  down.  Having  fallen  to  the  lower  limit,  it  can 
go  no  lower  and  will  eventually  rise.  To  make  this  principle 
clear,  let  us  revert  to  the  situation  where  Americans  owe  £50,000,- 
000  and  are  owed  in  return  only  £25,000,000.  As  the  discrepancy 
between  the  volume  of  bilk-wJikh  importars  and  others  want  and 
_lhe_V4)lume^  offered  t0  the  hankers  for  sale  begins  to  be  manifest, 
iankers...wiJljtendhto  charge  a  higher  price  for  their  own  bills  of 
exchange  in  order  to  protect  their  foreign  balances ;  and  individual 
bankers  will  bid  against  each  other  for  the  bills  of  exchange  which 
are  offered  for  sale  by  exporters,  for  each  will  want  to  get  as  large 
a,  share  of  the  possible  credits  abroad  as  he  can. 

The  rate  of  exchange  will  be  forced  up,  and  the  higher  rate  will 
tend  to  discourage  some  who  want  to  make  payments,  and  per- 
haps encourage  others  to  anticipate  the  drawing  of  bills  of  exchange. 
But  if  the  basic  forces  at  work  are  strong  enough  the  bankers  will 
soon  find  their  foreign  balances  exhausted,  with  importers  still 
trying  to  buy  bills  of  exchange.  In  this  situation  the  banker,  if  he 
is  jiot-te-eease  operations  entirely,  is  forced  to  resort  to  other 
expedients  to  build  up  his  foreign  bank  balance.  He  may  borrow 
money  from  a  London  Bank  and  thus  have  a  balance  against  which 
to  draw,  but  in  all  probability  he  will  export  gold  from  the  United 
States  for  this  purpose. 

Gold  equivalent  to  one  thousand  pounds  sterling  can  be  pur- 
chased in  New  York  for  $4,860,  and  it  will  cost  something  to  cover 
the  shipment  of  the  gold  —  to  take  care  of  crating,  freight,  insur- 
ance, and  the  like.  Suppose  that  these  expenses  amount  to  two 
and  a  half  cents  per  pouncT  sterling ;  then  the  total  cost  of  placing 
"one  thousand  pounds  in  London  will  be  $4,885.  The  banker  can 
therefore  offer  to  sell  bills  of  exchange  on  London  at  $4,885  per 
pound,  and  the  importers  who  are  under  obligations  to  make  im- 
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mediate  payment  must  pay  this  rate.  True  they  could  ship  the 
gold  themselves,  but  the  banks  can  do  it  much  more  cheaply,  and 
competition  among  different  banks  forces  them  to  do  so.  This 
rate  we.call  the  gold  exporting  point ydeterimned  by  the  cost  in  New 
York  of  transferring  one  gold  sovereign  to  London.  It  is  the 
highest  point  to  which  the  rate  of  exchange  in  New  York  can  rise, 
and  at  that  rate  the  bankers  will  continue^  to  fjyrnish^.b^^^^ 
.comers7,njo..m^Uer  lip  the  d^m.^nd. 

In  like  manner  we  may  determine  the  gold  importing  point.  Let 
us  suppose  that  the  supply  of  sterling  bills  of  exchange,  that  is, 
bills  drawn  on  London  in  pounds  sterling,  increases  greatly,  without 
any  corresponding  change  in  the  demand.  As  we  have  seen,  the 
supply  of  bills  of  exchange  arises  when  exporters  and  others  having 
debts  to  collect  draw  bills  of  exchange  against  the  foreign  debtors 
and  attempt  to  sell  them  to  bankers,  and  a  demand  arises  when 
importers  and  others  having  debts  to  pay  to  foreigners  go  to  the 
bankers  to  buy  bankers'  drafts.  ._In  this  case  therefore  bankers 
are  likely  to  have  large  credit  balances  abroad  for  which  there  is  no 
call,  and  if  the  situation  continues  they  will  refuse  to  buy  bills 
except  at  rates  which  will  permit  them  to  transfer  their  foreign 
balances  to  replenish  their  dwindling  domestic  cash  resources. 
The  cost  of  shipping  gold  from  England  to  America  is  slightly 
higher  than  in  the  other  case,  for  in  this  instance  the  bankers  lose 
interest  during  the  time  of  shipment ;  whereas,  when  gold  is  shipped 
from  New  York,  the  bankers  can  sell  drafts  to  go  by  the  same 
steamer  and  so  avoid  tying  up  their  funds.  If  we  assume  the  cost 
of  shipment  to  be  three  cents  per  pound  sterling,  bankers  will  be 
willing  to  buy  bills  of  exchange  at  the  rate  of  $4.83.  With  a  draft 
of  £1,000  a  banker  can  obtain  a  thousand  gold  sovereigns,  bring 
them  to  the  United  States,  and  sell  them  for  $4,866.  The  cost  of 
doing  so  being  $30,  he  will  recover  $4,836,  the  amount  he  paid  for 
the  bill.  This  rate  is  known  as  the  gold  importing  point,  and  at 
tjgsTatebank£riL..will.L£.jEdlIin2Lio  purchase  an  unlimited , quantity 
^.  bills^f  exctage, .  no  matlei-hQW  gi'eat  the  suppjy. 

The  gold  points  then  are  determined  with  respect  to  the  mint 
par  of  exchange  and  fix  the  limits  within  which  the  rate  of  exchange 
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may  fluctuate.  If  the  rate  rises  to  the  upper  gold  point,  gold  will 
be  exported;  if  it  falls  to  the  lower  gold  point,  gold  will  be  imported. 
The  rise  or  fall  in  the  rate  is  determined  by  the  relation  of  demand 
and  supply  to  each  other,  which  in  turn  rests  on  the  relation 
between  our  obligations  to  foreigners  and  the  obligations  of  for- 
eigners to  us.  If  these  were  just  equal,  the  rate  would  presumably 
be  at  or  very  near  the  mint  par  of  exchange,  and  there  would  be 
no  tendency  for  gold  to  flow  at  all ;  if  at  any  time  one  greatly  out- 
balances the  other,  gold  will  flow  out  to  create  the  necessary  foreign 
'iank-balaiice&,-or  gold  will  flow  in  as  bankers  find  this  the  only 
way  to  utilize  their  foreign  balances. 

Indirect  exchange.  We  have  thus  far  examined  the  machinery 
by  which  are  settled  the  obligations  arising  out  of  the  trade  between 
two  countries,  as  though  each  country  had  thus  to  make  a  separate 
settlement  with  each  other  country,  much  as  the  banks  made 
separate  settlement  with  each  other  before  the  days  of  the  clearing 
house.  If  this  were  the  actual  case,  there  would  be  almost  con- 
tinual shipping  in  and  out  of  large  quantities  of  gold,  since  it  is 
scarcely  conceivable  that  the  import  and  export  transactions 
between  any  two  countries  should  exactly  offset  each  other  except 
as  a  rare  coincidence.  We  should  expect  to  see  the  United  States 
for  example  receiving  large  shipments  of  gold  from  Great  Britain 
while  at  the  same  time  it  was  making  heavy  shipments  to  Brazil. 
^©w-as^-ajnatteroiia-Ct  international  trade  is  always  conducted 
on  the  clearing  house  basis,  in  accordance  wiffi  which  all  the  obli- 
gations of  the  residents  of  any- given  country  to  residents  of  all 
Qther_^Quntries_are_  offset- against  all  claims- agaiuiit  foreigners. 
There  is  no  international  clearing  house,  but  the  result  is  accom- 
plished with  remarkable  certainty  and  smoothness  through  the 
foreign  exchange  markets  of  the  world.  For  this  purpose  sterling 
exchange  has  come  to  be  the  international  currency,  -bor  many 
years  bills  on  London  have  been  m  all  markets  a  most  acceptable 
form  of  exchange.  So  firmly  is  this  tradition  entrenched  that  in 
the  settlement  of  many  American  obligations  sterling  bifls  of  ex- 
change are  preferred  to  dollar  bills  or  even  to  bills  drawn  in  the 
currency  of  the  local  government. 
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Let  us  assume  three  countries,  A,  B,  and  C,  having  the  following 
trade  relations  with  each  other : 


exports  to  B 
imports  from  B 


exports  to  C 
imports  from  C 


exports  to  A 
imports  from  A 


exports  to  C 
imports  from  C 


B 


£250,000,000 

225,000,000 

+  25,000,000 

75,000,000 

100,000,000 

-  25,000,000 


£225,000,000 

250,000,000 

-  25,000,000 

150,000,000 

125,000,000 

+  25,000,000 


exports  to  A 
imports  from  A 


exports  to  B 
imports  from  B 


£100,000,000 

75,000,000 

+  25,000,000 

125,000,000 

150,000,000 

-  25,000,000 


Were  we  to  consider  the  relations  of  any  two  of  these  countries 
alone,  it  would  appear  that  one  was  under  obligation  to  ship  gold 
to  the  other.  But  when  we  take  the  relations  of  the  three  together 
we  see  that  no  gold  need  be  shipped  at  all. 

^Let  us  assume  that  bills  drawn  on  B  are  acceptable  in  each  of 
^e  other  countries,  as  sterling  exchange  is  today  acceptable  in  the 
Markets  of  the  world. 

A  has  credits  in  B  of  £25,000,000,  which  it  does  not  need  in 
[settlement  of  its  obligations  to  B,  but  it  can  use  these  credits  to 
draw  bills  of  exchange  payable  to  creditors  in  C.  The  creditors  in 
'  C  will  sell  these  bills  to  local  bankers  in  C  who  will  forward  them 
to  B  for  collection.  The  bankers  in  C  will  then  have  balances  in 
B  against  which  bills  can  be  drawn  in  settlement  of  the  indebted- 
jss  of  C  to  B. 

Since  B  is  the  financial  centre,  its  residents  play  a  comparatively 
passive  role  in  the  settlement  of  international  indebtedness.  Its 
net  debt  of  £25,000,000  to  A  will  be  settled  by  paying  to  banks  at 
home  (in  B)  the  bills  drawn  by  the  exporters  in  A,  and  its  credit 
balance  against  C  will  be  obtained  by  collecting  from  its  own 
banks  the  bills  sent  by  the  importers  of  C.     The  two  items  thus 
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offset  each  other.     Great  Britain  has  long  been  in  approximately 

this  situation,  her  foreign  business,  both  as  regards  receipts  and 

payments,  being  settled  at  home  through  bills  drawn  on  London  by 

foreigners. 

The  resulting  balances  in  the  banks  of  B  will  be  as  follows : 

Accounts  op  Bankers  of  A  Accounts  of  Bankers  of  C 

Credit  balances  Credit  balances 

from  exports  to  B  £250,000,000        from  exports  to  B  £125,000,000 

from  exports  to  C  75,000,000        from  exports  to  A  100,000,000 

£325,000,000  £225,000,000 

Drawn  against  Drawn  against 

for  imports  from  B         £225,000,000  for  imports  from  B         £150,000,000 

for  imports  from  C           100,000,000  for  imports  from  A             75,000,000 

£325,000,000  £225,000,000 

The  exporters  of  B  have  remitted  to  them  a  total  of  £375,000,- 
000  in  drafts,  and  the  importers  have  drafts  drawn  against  them 
of  £375,000,000  which  will  exactly  offset  each  other. 

In  this  example  the  combined  exports  of  each  of  the  three  coun- 
tries exactly  equals  its  combined  imports,  and  by  means  of  bills  of 
exchange  drawn  on  one  of  the  countries  the  transfer  of  gold  be- 
tween countries  is  entirely  avoided.  Actually  a  country  has  re- 
lations with  all  the  other  countries  of  the  world,  and  the  problem 
of  settling  trade  differences  with  any  particular  country  may  not 
be  quite  so  simple  as  represented  in  this  example.  Furthermore 
the  indebtedness  of  a  country  will  never  exactly  equal  the  sum  of 
the  debts  of  other  countries  to  it,  and  some  gold  will  flow  in  or  out 
to  settle  this  difference.  Nevertheless  the  principle  still  holds 
good  that  exports  to  any  part  of  the  world  may  pay  for  imports 
from  any  part  of  the  world,  and  this  reduces  the  flow  of  gold  to  the 
smallest  possible  amount,  representing  the  net  balance  between 
all  exports  (or  similar  items)  and  all  imports  (or  similar  items). 

A  case  of  three  cornered  settlement,  substantially  like  our  illus- 
tration, is  seen  in  the  trade  between  Great  Britain,  the  United 
States,  and  Brazil.  We  normally  export  more  to  Great  Britain 
than  we  import  from  her ;  we  import  more  from  Brazil  than  we 
export  to  her ;  and  Brazil  imports  more  from  Great  Britain  than 
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she  exports  to  her.  Our  exports  to  Great  Britain  serve  to  pay 
for  our  imports  from  Brazil,  just  as  Brazil's  exports  to  us  serve  to 
pay  for  her  imports  from  Great  Britain. 

Other  types  of  bills  of  exchange.  In  the  examples  of  bills  of 
exchange  only  one  type  has  been  mentioned,  the  demand  draft, 
of  which  there  are  two  forms,  the  commercial  demand  draft, 
drawn  by  one  commercial  house  on  another,  and  the  bankers' 
sight  draft,  drawn  by  one  banker  on  another.  It  is  not  necessary  to 
attempt  a  classification  of  the  varied  forms  which  the  bill  of 
exchange  in  foreign  trade  may  take,  beyond  noting  the  fact  that 
such  forms  exist  and  are  in  common  usage  wherever  the  foreign  bill 
of  exchange  is  used.  Attention  should  however  be  called  to  a  very 
coiiiiiioii  form,  the  time  or  long  bill  of  exchange,  which  requires 
payment  a  certain  number  of  days  after  date,  or  after  presentment, 
or  sight,  as  it  is  called.  If  Richards  &  Green  had  sold  its  cotton  to 
be  paid  for  on  the  basis  of  a  time  bill  of  exchange,  the  bill  might 
have  read  as  follows  : 


No.  701                                 New  York,  Dec. 
Sixty  days  after  sight  pay  to  the  order  of 
The  New  York  Bank 

One  Thousand  Pounds  SterUng. 

(signed)  Richards 
To  Harris  &  Company,  Ltd. 
London,  Eng. 

29. 

1929 

&C 

Ireen 

The  New  York  Bank  will  be  unwilling  to  pay  the  same  rate  for  this 
bill  of  exchange  that  it  paid  for  the  sight  draft,  because  the  bill 
will  not  be  payable  until  sixty  days  after  it  has  been  presented  to 
Harris  &  Company,  Ltd.,  for  acceptance.  To  determine  its  value 
at  the  moment  of  acceptance  one  must  discount  it  for  sixty  days  at 
the  rate  of  discount  prevailing  in  the  London  discount  market. 
The  rate  which  the  New  York  Bank  pays  will  take  this  fact  into 
account  in  a  very  precise  manner  and  will  be  lower  than  the  sight 
rate,  say  $4.81  per  pound  sterling.  When  this  bank  sends  the  bill 
to  the  London  Bank,  it  gives  instructions  to  present  it  to  Harris  & 
Company,  Ltd.,  for  acceptance,  which  means  that  Harris  &  Com- 
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pany,  Ltd.,  will  write  on  the  face  of  it  "  accepted  and  payable 
at  the  London  Bank  on  such  and  such  a  date  "  and  sign  itj^  thereby 
formally  acknowledging  its  obligation.  The  New  York  Bank 
may  then  request  the  London  Bank  to  have  the  bill  discounted 
and  the  proceeds  placed  to  its  credit,  so  that  it  may  draw  its  own 
drafts  against  the  credit,  or  it  miay  conceivably  desire  to  have  it 
iTeld^until  maturity,  thereby  earning  the  interest  for  the  two 
months.  Probably  the  largest  portion  of  all  American  exports  is 
paid  for  by  time  bills  of  exchange  of  one  sort  or  another.  They^are 
therefore  of  considerable  importance,  but  it  should  be  remembered 
that~tliey  dllTer  from  the  sight  draft  only  in  the  time  element,  and, 
that  they  iiitroduce  no  new  problems  in  the  theory  of  foreign 
exchange. 

The  exchange  market.  The  exchange  rate  responds  in  so 
sensitive  a  manner  to  the  play  of  the  forces  of  demand  and  supply 
and  there  is  such  a  vast  quantity  of  transactions  in  foreign  exchange 
in  New  York  and  other  centres,  that  it  is  frequently  assumed  that 
there  must  be  an  organized  market  similar  to  the  stock  and  produce 
exchanges  where  the  rate  of  exchange  is  determined.  This  is  an 
error ;  there  is  in  New  York  no  formal  organized  exchange  for 
dealing  in  foreign  exchange.  The  bulk  of  the  business  is  con- 
centrated in  the  hands  of  a  relatively  few  large  banks  and  exchange 
houses.  Each  bank  fixes  the  rates  at  which  it  will  buy  and  sell 
exchange  on  all  the  financial  centres  with  which  it  has  dealings, 
but  each  house  keeps  so  closely  in  touch  with  the  activities  of  the 
other  houses  that  there  is  seldom  any  material  discrepancy  between 
the  rates  charged  by  the  various  dealers  on  the  same  clags  of 
bills. 

There  is  no  official  rate  of  exchan2;c.  Each  bank  posts  the  rates 
^.t  wh\ri\i  if,  i^  wUHnp  tnThiiy, and  sell  bills  of  exchange,  but  it  fre- 
quently  departs  from  its  posted  rates  both  on  bills  of  large  amounts 
Rn^  iipq^ipgfmnA|rl  nlia.rfl.pter  and  on  bills  uf  dubious  standing.  In 
fact  sQpi^  bills  will  not  be  bought  at  all,  but  accepted  for  collection 
only.  Since  1921  the  Federal  Reserve  Bank  of  New  York  has 
^een  required  to  issue  a  daily  report  of  the  buying  rate  in  New  York 
for  cable  transfers  on  the  important  financial  centres,  and  this 
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possibly  is  the  nearest  approach  to  an  official  quotation^.    But^ 
it  should  be  borne  in  mind  that  this  rate  is  not  a  rate  at  which  the 
Federal  Reserve  Bank  itself  is  offering  to  buy  cable  transfers,  but 
is  one  obtained  from  the  regular  dealers  in  exchange. 

Fiat  money.  When  a  monetary  system  is  not  on  the  gold 
standard,  a  new  complication  is  introduced  into  the  problem  of 
foreign  exchange.  The  mint  par  of  exchange  is  no  longer  effective, 
and  in  its  place  must  be  put  the  ratio  of  the  actual  values  of  the  two 
units,  whatever  they  are.  If,  as  is  usual,  the  rates  of  exchange  are 
still  expressed  as  the  price  in  one  country  of  money  payable  in  the 
other  country,  there  is  now  no  limit  to  the  rise  or  fall  of  exchange 
rates.  For  example  during  and  after  the  Civil  War,  when  the 
United  States  was  on  a  fiat  money  standard,  our  greenback  dollar 
was  worth  less  than  a  gold  dollar.  Since  England  was  on  the 
gold  standard,  her  pound  was  worth  a  good  deal  more  than  $4.86 
in  our  paper  money.  TJie-^ate-oljexchange  on  London  conse- 
quently rose  far  above  the  normal  limit,  or  upper  gold  point.  For 
years  it  stood  above  $6.50^  and  at  one  time  it  rose  as  high  as  $14.60. 
f  After  the  World  War  the  situation  was  reversed.  The  British 
pound  was  until  1925  fiat  money  and  worth  less  than  its  former 
gold  value,  while  the  United  States  was  on  the  gold  standard.  It 
did  not  require  anything  like  $4.86  of  our  money  to  purchase  a 
bill  for  one  pound  payable  in  London.  At  one  time  the  rate  was 
as  low  as  $3.30.     As  late  as  January,  1923,  it  was  $4.66. 

In  fact  the  whole  foreign  exchange  situation  was  thrown  by  the 
monetary  disturbances  of  the  World  War  into  confusion,  from 
which  there  was  gradual  recovery  during  the  succeeding  decade. 

\ 

EXERCISES 

1.  Mr.  Jones,  an  exporter  of  grain  from  the  United  States  to  France,  sells 
a  shipment  worth  $10,000  to  M.  Guerne,  agreeing  to  receive  payment  by  draw- 
ing on  the  buyer. 

(a)  Draw  the  bill  of  exchange,  and  trace  out  the  steps  by  which  the 

transaction  is  handled. 
(6)  At  par,  what  would  be  the  face  of  the  bill? 

There  are  20  shillings  to  the  pound,  and  12  pence  to  the  shilling.     From 

iformation  given  in  the  text  determine  the  mint  par  of  exchange  of  a 

in  pence.  ^  ^       ^         ^^ 
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3.  The  gold  franc  contains  4.4803  grains  of  fine  gold.  Determine  the  mint 
par  of  exchanges : 

(a)  in  terms  of  cents  per  franc. 

(6)  in  terms  of  francs  per  dollar. 

(c)   in  terms  of  francs  per  pound  sterling. 

4.  There  are  480  grains  to  the  ounce.  The  silver  dollar  of  Hongkong  con- 
tains 377.18098  grains  of  fine  silver.  The  price  of  fine  silver  per  ounce  on 
August  9,  1929  was  52^  cents.  Determine  the  price  in  American  dollars 
of  the  silver  dollar  of  Hongkong. 

5.  The  result  of  the  above  gives  the  par  of  exchange  between  the  American 
and  the  Hongkong  dollar  on  August  9,  1929.  Find  from  your  newspaper 
the  present  quotation  on  silver  bullion  and  determine  the  present  par  of 
exchange.  What  does  this  indicate  with  regard  to  the  par  of  exchange  between 
a  country  on  a  gold  basis  and  one  on  a  silver  basis? 

6.  What  is  the  present  rate  of  exchange  for  demand  drafts  on  Hongkong? 
What  does  this  indicate  as  to  the  relation  of  demand  and  supply  for  exchange 
in  Hongkong?  as  to  the  exports  and  imports  to  or  from  Hongkong? 

7.  Explain  how  our  exports  to  Europe  are  used  to  make  payment  for  our 
imports  from  the  Far  East. 


CHAPTER  XXVI 
THE  INTERNATIONAL  BALANCE  OF  PAYMENTS 

Mercantilist  fallacies.  Thus  far  we  have  not  faced  the  question 
whether  an  excess  of  merchandise  exports  over  imports  always 
causes  gold  to  flow  into  a  country.  Popular  belief  is  firmly  fixed 
on  this  point  and  has  been  for  centuries.  The  Mercantilists  were 
convinced  that  the  prosperity  of  a  country  depended  in  large  meas- 
ure on  the  ability  to  pile  up  precious  metals  within  the  country, 
and  they  directed  their  domestic  and  foreign  policy  with  this  end 
in  view.  To  them,  as  to  their  present-day  counterparts,  it  seemed 
an  obvious  fact  that  if  the  exports  of  merchandise  were  greater 
than  the  imports  of  merchandise  the  balance  must  be  paid  in  pre- 
cious metals.  The  logical  policy,  it  seemed,  was  to  stimulate  ex- 
ports and  repress  imports  in  order  that  this  desirable  end  might  be 
attained.  A  "  favorable  "  balance  of  trade,  so  called  —  an  excess 
of  merchandise  exports  over  imports  —  was  and  still  is  considered 
by  many  a  sign  of  national  prosperity ;  an  "  unfavorable  "  balance 
of  trade,  a  token  that  something  ought  to  be  done.  There  are 
three  fallacies  in  the  concept  of  a  favorable  balance  of  trade.  The 
first  is  in  conceiving  the  exports  and  imports  of  a  country  to  be  the 
only  items  in  the  balance  sheet,  the  second  lies  in  the  concept  of 
gold  as  the  most  desirable  of  all  imports,  and  the  third  is  the  suppo- 
sition that  a  steady  inflow  of  gold  can  be  produced  by  artificial 
means.  The  discussion  which  follows  will  revolve  about  these 
three  points. 

In  this  chapter  it  will  be  assumed  that  a  free  gold  market  prevails 
in  all  of  the  countries  concerned ;  i.e.,  that  each  country's  cur- 
rency is  either  gold  or  redeemable  in  gold  and  that  there  are  no 
legal  obstacles  in  the  way  of  the  export  and  import  of  gold. 

The  balance  of  payments.     If  we  would  discover  whether  gold 
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will  be  imported  or  exported  by  the  bankers  of  the  United  States, 
we  must  have  a  record  of  all  the  transactions  between  individuals, 
corporations,  and  governments  in  this  country  and  individuals, 
corporations,  and  governments  in  all  other  countries  which  have 
an  influence  upon  the  rate  of  exchange.  Frequently  in  speaking 
of  such  transactions  we  say  that  America  exports  goods  to  England 
or  that  Brazil  owes  England  a  certain  sum,  but  it  should  be  kept 
in  mind  that  reference  is  not  to  transactions  between  the  respective 
governments,  but  to  all  transactions  private  and  public  between 
parties  in  one  nation  and  parties  in  the  other  nation. 

This  record  of  international  transactions  naturally  includes  the 
exports  and  imports  of  merchandise,  and,  as  has  already  been 
pointed  out,  we  use  a  special  term  —  the  balance  of  trade  —  to 
denote  the  relationship  of  the  exports  to  the  imports  of  merchan- 
dise. But  there  are  many  items  other  than  merchandise  which 
must  enter  into  the  balance  sheet  of  any  nation  and  help  to  deter- 
mine whether  or  not  it  will  export  or  import  gold.  Every  year 
the  people  of  the  United  States  incur  indebtedness  to  the  people 
of  other  countries  because  of  a  variety  of  services  performed  by 
them  for  us,  and  the  same  holds  true  of  indebtedness  of  other 
countries  with  respect  to  the  United  States.  The  ships  of  Great 
Britain  carry  a  large  share  of  our  foreign  commerce,  the  greater 
proportion  of  the  marine  insurance  premiums  must  be  paid  to 
insurance  companies  of  Great  Britain,  foreign  banks  charge  fees 
for  handling  the  collection  of  bills  of  exchange  in  foreign  markets. 
Each  year  Americans  spend  millions  of  dollars  for  securities  issued 
by  foreign  governments  and  private  concerns,  and  foreigners  like- 
wise invest  in  our  securities.  Payments  must  be  made  for  these 
purchases  and  sales  and  also  for  the  interest  payments  to  the  Amer- 
ican holders  of  foreign  securities  and  the  foreign  holders  of  American 
securities.  American  charitable  organizations  have  been  feeding 
and  caring  for  the  destitute  in  many  foreign  countries ;  our  tourists 
overrun  all  the  countries  of  Europe  in  the  summer  time,  and  in  one 
way  or  another  funds  for  their  support  must  be  placed  abroad. 
Many  other  similar  items  might  be  mentioned  which  involve 
payment  for  services  rendered  or  received. 
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Each  one  of  such  transactions  will  have  some  influence  in  deter- 
mining the  flow  of  gold,  for  each  gives  rise  either  to  a  demand  or  to 
a  supply  of  bills  of  exchange  and  therefore  helps  determine  the 
rate  of  exchange.  Let  us  suppose  for  example  that  a  corporation 
in  the  United  States  has  interest  payments  to  make  to  bondholders 
in  England.  It  will  designate  some  bank  in  England  to  serve  as 
its  agent  in  making  payments  to  individual  bond  holders  and  will 
place  this  bank  in  possession  of  sufficient  funds  to  enable  it  to 
redeem  all  the  interest  coupons  presented  for  payment.  In  order 
to  remit  the  necessary  funds,  the  corporation  will  apply  to  some 
New  York  banker  for  a  draft  on  London  which  it  can  remit  to  its 
London  agent.  In  other  words  the  obligation  of  the  American 
corporation  to  make  interest  payments  in  London  has  given  rise 
to  a  demand  for  bills  of  exchange  on  London  and  will  exert  the 
same  influence  on  the  rate  of  exchange  as  an  importation  of  goods 
from  England.  In  precisely  the  same  way  any  transaction  which 
places  any  person  in  England  in  the  debt  of  an  American  will  give 
rise  to  a  supply  of  bills  of  exchange  on  London.  If  an  American 
underwriting  syndicate  were  to  sell  a  British  investment  house  a 
block  of  bonds  in  a  new  American  corporation,  it  would  thereby 
acquire  the  right  to  draw  bills  of  exchange  on  the  investment 
house ;  it  would  have  bills  to  sell  to  American  bankers  and  would 
in  this  manner  tend  to  increase  the  supply  of  bills  in  the  American 
market. 

In  order  to  have  a  concrete  example  let  us  assume  that  A  and  B 
are  countries  trading  with  each  other  exclusively  and  that  the 
people  of  A  in  a  particular  year  export  $100,000,000  of  goods  to 
the  people  of  B  and  import  goods  valued  at  $75,000,000.  We 
find  also  that  people  in  B  have  rendered  for  those  of  A  shipping 
services  worth  $15,000,000,  that  the  bondholders  in  B  are  owed 
$25,000,000  in  interest,  and  that  emigrants  from  B  have  made 
remittances  of  $5,000,000.  On  the  other  hand  the  people  of  A 
have  performed  services  in  carrying  freight  worth  $5,000,000, 
they  are  owed  $5,000,000  in  interest  on  the  foreign  bonds  which 
they  hold,  and  emigrants  from  A  have  remitted  $10,000,000.  The 
balance  sheet  of  A  will  be  as  follows : 
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International  Balance  Sheet,  Country  A 

Credits 
Exports  of  merchandise  $100,000,000 

Ocean  freight  5,000,000 

Interest  5,000,000 

Emigrant  remittances  10,000,000 

$120,000,000 
Debits 
Imports  of  merchandise  $  75,000,000 

Ocean  freight  15,000,000 

Interest  25,000,000 

Immigrant  remittances  5,000,000 

$120,000,000 

The  bankers  in  A  can  secure  credits  of  $120,000,000  in  B  by  the 
purchase  of  the  bills  of  exchange  offered  for  sale  by  the  exporters 
of  merchandise,  the  carriers  of  freight,  and  the  others  who  have  the 
right  to  draw  bills  on  foreigners ;  and  the  bankers  can  also  sell 
$120,000,000  of  bills  of  exchange  to  the  importers,  the  corporations, 
the  shippers,  and  the  immigrants  who  have  foreign  payments  to 
make.  With  this  equilibrium  of  debits  and  credits,  there  is  no 
occasion  for  the  rate  of  exchange  to  be  either  much  above  or  much 
below  par ;  and  since  gold  will  not  be  imported  until  the  rate  falls 
to  the  gold  importing  point  or  exported  till  the  rate  rises  to  the 
gold  exporting  point,  there  is  nothing  to  occasion  a  flow  of  gold 
either  way. 

Now  let  it  be  supposed,  the  other  items  in  the  example  being  the 
same,  that  the  imports  of  merchandise  into  A  had  amounted  to 
$90,000,000.  In  this  case  gold  to  the  extent  of  $15,000,000  would 
have  been  exported,  giving  an  item  of  this  amount  on  the  credit 
side  and  so  balancing  the  account. 

It  is  this  record  of  all  the  debits  and  credits  except  gold  in  the 
international  balance  which  we  call  the  balance  of  payments,  a 
term  which  thus  includes  all  international  transactions  for  which 
payment  must  be  made,  except  gold  imports  and  exports,  which 
are  the  balancing  items. 

It  will  now  be  evident  that  it  is  the  balance  of  payments,  and 
not  the  balance  of  trade,  which  determines  the  flow  of  gold.  In 
our  illustrative  balance  sheet,  country  A  had  clearly  a  so-called 
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favorable  balance  of  trade ;  yet  there  was  no  import  of  gold,  for 
the  credits  created  by  the  excess  of  exports  over  imports  of  mer- 
chandise were  required  to  pay  for  various  services  rendered  by 
persons  in  B.  The  balance  of  payments  was  in  equilibrium.  In 
our  second  supposition  there  was  actually  an  export  of  gold,  in 
spite  of  the  fact  that  country  A  still  had  a  favorable  balance  of 
trade.  It  is  the  balance  of  payments  which  controls.  If  the  sum 
of  the  debts  which  we  owe  to  foreigners  within  a  given  period 
exceeds  the  sum  of  the  debts  of  foreigners  to  us,  gold  will  be  shipped 
out  of  the  country  in  settlement  of  the  balance ;  and  if  foreigners  owe 
us  more  than  we  owe  them,  gold  will  be  shipped  into  the  country. 

Limits  to  the  flow  of  gold.  Returning  to  the  example  of  coun- 
tries A  and  B  dealing  exclusively  with  each  other,  let  us  suppose 
that  A  in  a  given  year  imports  $100,000,000  in  gold  because  of  an 
extraordinarily  large  favorable  balance  of  pajnnents.  The  gold 
comes  into  the  hands  of  the  bankers  in  the  first  place  and  then  is 
gradually  put  into  circulation  or  else  serves  as  a  reserve  for  other 
forms  of  currency.  Sooner  or  later  its  influence  will  be  felt  on 
prices,  causing  a  rise  in  the  general  price  level ;  and  similarly  the 
withdrawal  of  $100,000,000  from  circulation  in  B  will  cause  a 
decline  in  the  general  price  level  of  that  country.  B  therefore 
becomes  a  better  market  than  A  in  which  to  purchase,  and  the 
people  of  A  will  incline  to  use  more  of  the  commodities  and  services 
of  B  in  preference  to  their  own  country's  more  costly  goods.  Con- 
versely the  people  of  B  will  reduce  their  purchases  of  the  high 
priced  goods  of  A.  The  double  result  will  be  an  increase  in  the 
imports  and  a  decrease  in  the  exports  of  A. 

While  gold  was  flowing  into  A  the  rate  of  exchange  must  have 
been  down  to  the  gold  importing  point.  Now  however  there 
has  come  a  transformation  in  the  exchange  market ;  the  increase 
in  imports  means  an  increase  in  the  demand  for  bills  of  exchange, 
while  a  decrease  in  the  supply  is  caused  by  the  falling  off  of  exports. 
The  simultaneous  increase  in  demand  and  decrease  in  supply  will 
have  the  effect  of  raising  the  rate  of  exchange  to  some  point  above 
the  gold  importing  point  in  A,  thus  putting  a  stop  to  the  further 
inflow  of  gold. 
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Likewise  an  outflow  of  gold  from  country  A  to  country  B  would 
be  only  temporary,  for  the  export  of  gold  would  reduce  the  price 
level  in  the  gold  exporting  country  and  raise  the  price  level  of  the 
gold  importing  country.  In  the  first  country  the  export  of  goods 
and  services  would  be  stimulated  and  the  imports  checked  until 
the  increase  in  the  supply  and  the  decrease  in  the  demand  for  bills 
of  exchange  would  cause  the  rate  to  fall  below  the  gold  exporting 
point,  so  stopping  the  outflow. 

We  conclude  that  gold  cannot  flow  in  one  direction,  either  into 
or  out  of  a  country,  in  large  amounts  for  an  indefinite  period, 
because  the  flow  of  gold  provides  its  own  automatic  check  through 
its  effect  on  the  price  level,  the  exports  and  imports,  and  the  rate 
of  exchange.  Temporary  discrepancies  in  the  balance  of  pay- 
ments are  settled  from  time  to  time  in  gold,  but  economic  forces 
work  in  the  direction  of  reducing  the  flow  of  gold  to  the  minimum, 
and  while  in  a  given  year  a  country  may  have  considerable  net  im- 
ports or  net  exports  of  gold,  consideration  of  a  longer  period  will 
show  the  imports  and  exports  of  gold  tending  approximately  to 
offset  each  other.  The  tendency  over  a  period  of  time  is  for  the 
debits  and  credits  —  the  amounts  owed  by  residents  of  a  country 
to  foreigners  and  the  amounts  owed  by  foreigners  to  them  —  to 
equal  each  other.  We  pay  foreigners  for  goods  and  services  by  the 
export  of  our  own  goods  and  the  rendering  of  services  to  foreigners ; 
in  the  last  analysis  the  money  element  becomes  trifling,  and  inter- 
national trade  in  the  broadest  sense  reduces  itself  to  barter. 

A  gold  producing  country.  An  exception  to  the  general  con- 
clusions reached  in  the  previous  section  appears  in  the  case  of  a 
country  which  is  normally  devoting  a  considerable  share  of  its 
energies  to  the  production  of  gold.  If  A  were  suddenly  to  dis- 
cover rich  deposits  of  gold  and  were  to  start  mining  on  a  large 
scale,  the  first  effect  would  be  a  rise  in  the  price  level.  The  higher 
prices  in  A  as  compared  with  B  would,  following  the  principles 
with  which  we  are  now  familiar,  lead  to  an  increase  of  imports 
and  a  decrease  in  exports,  and  the  exchange  rate  in  A  would  rise 
to  the  gold  exporting  point  and  tend  to  remain  there.  Gold 
would  normally  and  regularly  be  exported  in  payment  for  goods 
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imported  from  B.  Similarly  B  would  year  after  year  have  large 
imports  of  gold.  Gold,  while  still  the  balancing  item  in  the  com- 
merce of  the  two  nations,  should  be  considered  in  the  light  of  a 
domestic  product.  A  happens  to  have  advantage  in  the  produc- 
tion of  gold  which  leads  her  to  devote  her  energies  to  the  exploita- 
tion of  the  gold  fields  rather  than,  let  us  say,  to  the  growing  of 
wheat,  and  she  finds  it  more  profitable  to  secure  her  imports  by 
the  exportation  of  gold  than  by  the  exportation  of  wheat  or  some 
other  commodity  in  the  production  of  which  her  comparative 
advantage  is  less. 

Recent  gold  importations  of  the  United  States.  The  reader  is 
already  aware  of  the  fact  that  during  the  World  War  and  the 
period  subsequent  to  it  the  United  States  received  several  billion 
dollars  in  gold.  That  this  was  an  abnormal  situation  can  be  seen 
from  the  fact  that  for  the  forty  years  prior  to  the  war  the  net 
excess  of  imports  over  exports  of  gold  amounted  to  only  a  little 
over  $60,000,000.  The  war  found  the  United  States  one  of  the 
few  nations  in  a  position  to  supply  the  Allies  with  the  munitions, 
clothing,  and  food  needed  for  the  military  and  civil  population. 
The  enormous  expansion  in  the  demand  for  American  export 
goods  was  not  accompanied  by  a  corresponding  increase  in  the 
American  demand  for  European  goods,  and  the  huge  supply  of 
bills  of  exchange  on  Europe  soon  drove  the  rate  to  the  point  where 
the  importation  of  gold  was  indicated.  The  various  governments 
tried  to  protect  their  stocks  of  gold  by  prohibiting  its  exportation 
but  soon  found  themselves  in  the  position  where  they  had  to  export 
gold  or  do  without  the  munitions  and  foodstuffs,  and  their  needs 
were  so  imperative  that  the  gold  was  surrendered.  Ultimately, 
before  their  entire  stock  of  gold  had  been  absorbed  by  America, 
the  European  nations  effected  credit  arrangements  by  which  they 
might  continue  to  receive  from  us  goods  far  in  excess  of  their 
ability  to  pay  either  in  goods  or  in  gold. 

This  however  was  an  extraordinary  situation  and  does  not  con- 
stitute an  exception  to  the  general  principle  that  the  flow  of  gold 
provides  its  own  automatic  check.  Normally  a  rise  in  prices  re- 
duces the  quantity  of  goods  which  can  be  exported,  but  in  a  life 
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and  death  struggle  the  purchase  of  certain  goods  is  so  inelastic 
that  they  will  be  taken  whatever  the  price.  Hence,  although  it 
is  true  that  the  vast  importations  of  gold  into  the  United  States 
did  in  fact  cause  a  rise  in  the  price  level  which  was  without  prec- 
edent for  a  country  actually  on  a  gold  basis,  it  did  not  succeed 
in  checking  exports  and  causing  a  return  flow  of  gold,  because  the 
prices  of  these  goods  rose  in  the  European  countries  owing  to  the 
abnormal  demand  just  as  fast  as  they  rose  in  America  on  account 
of  the  increase  in  gold,  A  new  equilibrium  was  determined  in 
which  America  held  far  more  than  her  normal  share  of  the  world's 
gold  supply. 

Reaction  of  exchange  rates  upon  imports  and  exports.  Aside 
from  the  regulating  force  of  the  international  flow  of  gold,  the 
exchange  rates  themselves  react  upon  imports  and  exports  and 
tend  to  bring  about  an  equilibrium.  This  relation  will  become 
clear  if,  placing  ourselves  in  the  position  of  the  merchant  whose 
business  brings  him  into  the  exchange  market  as  a  buyer  or  seller 
of  bills,  we  consider  the  effect  of  the  exchange  rates  upon  his 
transactions.  Let  us  assume  that  this  typical  merchant  is  export- 
ing to  England  and  that  sterling  bills  are  selling  at  a  high  premium 
in  New  York.  With  exchange  in  this  position,  the  merchant  may 
make  an  extra  profit  from  his  sales  in  England.  His  normal  trad- 
ing profit  is  computed  in  the  sale  price  of  his  goods  and  is  therefore 
included  in  the  face  of  the  sterling  bills  which  he  draws  against  the 
English  buyers.  In  turning  his  bills  into  dollars  at  the  prevailing 
high  rate  of  exchange,  a  second  profit  is  derived  from  the  fact  that 
each  pound  sterling  is  worth  more  dollars  than  normally.  Now  if 
this  merchant  is  in  active  competition  with  other  exporters,  as 
is  the  normal  case,  the  profitable  market  for  American  goods  in 
England  will  result  in  lower  sale  prices  to  the  benefit  of  English 
buyers,  and  this  situation  will  increase  exportation,  since  it  is 
axiomatic  that  more  can  be  sold  at  a  low  than  at  a  high  price. 

Obviously  the  position  of  the  American  importer  of  English 
goods  is  the  reverse  of  this  when  sterling  exchange  sells  at  a  pre- 
mium in  New  York.  Since  payment  for  goods  imported  from 
England  is  made  by  the  purchase  of  sterling  bills  in  New  York  for 
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remittance  to  the  English  exporter,  the  American  importer  finds 
his  profit  cut  down  by  the  premium  on  exchange.  The  premium 
becomes  an  additional  cost  in  the  business  of  importing  English 
goods,  and  the  prices  of  these  goods  will  rise  and  their  import 
diminish. 

These  illustrations  should  suflfice  to  make  it  clear  that  the  relation 
of  the  rates  of  exchange  to  the  balance  of  payments  is  one  both  of 
effect  and  of  cause.  The  rise  and  fall  of  the  rates  is  controlled 
fundamentally  by  the  balance  of  payments.  But  when  an  excess 
of  imports  forces  foreign  exchange  to  a  premium  in  any  market,  the 
high  rate  tends  to  restrict  imports  and  encourage  exports  and  thus 
works  toward  a  restoration  of  equilibrium  in  the  foreign  trade. 
Conversely  when  a  large  volume  of  exports  makes  the  rates  on 
foreign  bills  fall  to  a  discount,  imports  are  stimulated  and  exports 
restricted,  which  again  tends  to  bring  the  trade  into  balance.  In 
normal  times  the  rates,  confined  as  they  are  within  the  bounds 
of  the  gold  points,  can  rise  or  fall  so  little  that  their  influence  upon 
the  balance  of  payments  may  be  imperceptible.  It  must  be 
borne  in  mind  however  that  this  narrow  range  exists  only  because 
gold  is  permitted  to  flow  in  sufficient  volume  to  offset  the  balance 
of  payments ;  when  gold  is  prevented  from  supphing  this  correc- 
tive, the  rates  of  exchange  will  exert  the  influence  needed  to  main- 
tain equilibrium  of  exports  and  imports. 

The  effects  of  borrowing  and  lending.  There  are  times  when 
unusual  transactions  upset  the  equilibrium  which  has  been  estab- 
lished in  foreign  transactions.  If  either  the  people  or  the  govern- 
ment of  A  were  to  borrow  $100,000,000  through  the  sale  of  bonds 
to  lenders  in  B,  A  would  have  a  credit  of  that  amount  either  with 
B's  national  treasury  or  with  bankers  in  B.  When  a  government 
borrows  or  when  business  men  borrow  from  foreign  lenders,  what 
is  wanted  is  generally  equipment  of  one  sort  or  another  for  use 
in  the  home  country.  Thus  in  an  earlier  period  when  American 
capitalists  were  selling  large  quantities  of  the  stocks  and  bonds 
of  American  railway  corporations  to  investors  in  England,  the 
money  was  needed  and  used  for  the  purchase  of  railway  equipment 
in  England.     In  such  case  the  two  items  exactly  balance  each 
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other.  The  bonds  are  placed  on  the  credit  side  and  the  merchan- 
dise on  the  debit  side  of  the  balance  sheet  of  the  borrowing  country, 
and  of  course  on  the  opposite  sides  of  the  account  for  the  lending 
country.  The  loan  gives  the  borrowers  a  credit  with  the  foreign 
bankers,  upon  which  the  borrowers  draw  bills  of  exchange  to  pay 
for  the  imported  equipment. 

The  borrowers  in  A  might  however  desire  to  use  the  proceeds  of 
the  loan  in  their  own  country,  and  with  that  end  in  view  draw 
bills  of  exchange  against  these  foreign  credits  and  offer  them  for 
sale  to  the  bankers  in  A.  Such  an  increase  in  the  supply  of  bills  of 
exchange  on  B  would  quickly  drive  the  exchange  rate  to  the  gold 
importing  point,  and  the  net  result  would  be  an  importation  of 
approximately  $100,000,000.  Again  we  have  two  balancing  items 
—  bonds  against  gold.  But  in  this  case  sooner  or  later  the  imports 
of  A  fromB  would  have  to  increase  and  its  exports  decrease,  because 
of  the  influence  of  the  imported  gold  on  the  respective  price  levels, 
as  explained  above.  B  may  be  a  very  wealthy  country  and  quite 
able  to  make  annual  loans  of  several  hundred  millions  of  dollars, 
but  it  can  do  this  only  by  exporting  its  goods  or  services.  No 
country  can  have  enough  gold  to  permit  of  such  a  continual  drain. 
We  can  therefore  confidently  expect  in  this  second  case  to  find 
B's  exports  increasing  and  her  imports  decreasing  until  the  point 
is  reached  where  enough  of  the  exported  gold  returns  to  her  to 
equalize  the  price  levels  again.  In  general  it  may  be  said  with 
entire  truth  that  a  country  makes  loans  with  its  goods  and  services 
and  not  with  its  gold,  even  though  in  the  first  instance  gold  may 
have  been  exported  because  of  the  loan. 

The  international  balance  sheet  of  the  United  States.  Thus 
far  we  have  been  dealing  principally  with  relations  between  h^-po- 
thetical  countries,  a  method  of  approach  which,  by  simplifying 
the  conditions  of  the  problem,  has  the  advantage  of  bringing  out 
more  clearly  the  fundamental  principles  sought.  But  that  these 
relations  are  not  inconsistent  with  the  facts  can  easily  be  seen  by 
a  glance  at  the  table  below,  derived  from  figures  compiled  by  the 
Ignited  States  Department  of  Commerce,  showing  the  balance  of 
payments  for  the  United  States  in  the  year  1928. 
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Credits 

5,129 

87 

98 

20 


Debits 

4,091 

68 

62 

20 

256 


Estimated  Balance  of  International  Payments  of  the  United  States 

1928 

(In  millions  of  doUars) 

Commodity  trade 
Merchandise  exports  and  imports 
Silver 

Ship  chandling,  sales  of  bunker  coal  and  oU,  etc. 
Unrecorded  parcel-post  shipments 
Adjustments  in  above  items 

Total  commodity  trade  (as  adjusted) 

Miscellaneous  invisible  items 
Freight  pajTnents  and  receipts 
Tourist  expenditures 
Ocean-borne  passenger  traffic 
Earnings  of  long-term  private  investments 
Earnings  of  short-term  interest  and  commissions 
Immigrant  remittances 

War-debt  receipts  of  United  States  Treasury 
Other  United  States  Government  receipts,  payments, 

foreign  representations  here 
Missionary  and  charitable  contributions,  etc. 
Motion-picture  royalties 
Insurance  transactions 
Miscellaneous 

Total  miscellaneous  items 

Movement  of  private  long-term  capital 
New  American  investments  abroad  (net) 
Reduction  of  previous  American  investments  abroad 
New  foreign  investments  in  the  United  States 
Reduction  of  previous  foreign  investments  in  the  United 
States 

Total  private,  long-term  capital  items 

Movement  of  short-term  capital 
Net  change  in  international  banking  accounts 

Pure  ca^h  items 
Gold  shipments 
Changes  in  ear-marked  gold  * 

Total 

Grand  total,  all  items  t 

*  Gold  held  in  the  vaults  of  a  bank,  but  segregated  and  marked  In  such  a  way  as  to  show  it 
is  the  property  of  another  bank. 

t  It  is  apparent  that  the  credits  and  debits  do  not  exactly  balance,  but  it  should  be  realized 
that  many  of  the  figures  represent  estimates  only,  and  necessarily  so,  since  there  is  no  law  com- 
pelling tourists  to  inform  the  government  of  the  sums  they  spend  abroad  or  compelling  American 
shippers  to  certify  as  to  the  amounts  they  pay  foreigners  for  ocean  freight.  It  must  also  be 
remembered  that  there  is  no  settlement  date  upon  which  a  country's  account  for  international 
payments  must  be  balanced.  The  balance  of  payments  is  a  continuing  account,  and  even  if  oui 
statistics  were  exact  to  the  last  dollar  we  should  not  expect  an  exact  balance. 


5,334 

4,497 

143 

227 

168 

782 

89 

817 

252 

65 

107 

28 

217 

210 



53 

110 

•  •  >  • 

52 

70 

6 

80 

70 

46 

53 

1,769 

1,876 

2,070 

853 

•  •  •  • 

1,704 



1,223 

2,557 

3,293 

226 

561 

169 

68 

188 

629 

357 

10,289 

10,249 

THE  INTERNATIONAL  BALANCE  OF  PAYMENTS     591 

It  will  be  noted  that  in  1928  we  had  a  favorable  balance  of  trade, 
since  the  exports  of  merchandise  exceeded  the  imports  of  merchan- 
dise by  $1,038,000,000.  This  is  an  instructive  fact,  because  there 
has  been  so  much  public  discussion  of  the  inevitability  of  an 
unfavorable  balance  of  trade  in  the  near  future  as  to  lead  to  the 
erroneous  conclusion  that  we  now  have  such  a  balance.  In  1928 
we  had  an  unfavorable  balance  of  payments,  evidenced  by 
a  net  credit  from  the  gold  items  (the  balancing  items)  of 
$272,000,000. 

The  balance  of  trade  once  more.  In  view  of  the  persistence  of 
Mercantilist  notions  respecting  the  balance  of  trade  and  the  real 
dread  of  the  period  in  which  an  unfavorable  balance  of  trade  seems 
inevitable  for  the  United  States,  it  will  be  worth  our  while  to  sum- 
marize the  previous  discussion  briefly  and  to  offer  some  further 
explanations  which  may  show  that  an  unfavorable  balance  of 
trade  is  not  the  calamity  which  it  is  popularly  believed  to 
be. 

A  favorable  balance  of  trade  does  not  mean  that  gold  will  flow  in. 
This  point  has  already  been  discussed  in  sufficient  detail  to  make 
clear  that  the  only  thing  which  can  induce  an  inflow  of  gold  is  a 
favorable  balance  of  payments.  Normally  gold  will  flow  in  and 
out  only  in  very  small  quantities,  simply  to  balance  temporary 
indebtedness  one  way  or  the  other.  In  a  fifty-year  average,  unless 
the  situation  is  complicated  by  gold  production  or  by  disarrange- 
ment of  the  currencies  of  the  various  nations  or  by  some  other 
factor  of  like  nature,  the  imports  and  exports  of  gold  for  any 
given  country  will  be  nearly  equal.  The  tendency  is  for  the  debits 
and  credits  to  offset  each  other  without  the  importation  or  expor- 
tation of  gold. 

Is  gold  a  peculiarly  desirable  import?  Many  persons  would 
immediately  answer  this  question  in  the  affirmative.  They  ex- 
perience a  feeling  of  satisfaction  when  the  statistics  show  that 
gold  is  coming  in,  they  "  view  with  alarm  "  an  outflow  of  gold, 
and  they  would  favor  governmental  action  to  encourage  the 
import  of  gold. 

In  the  first  place  it  should  be  evident  that  gold  obtained  through 


592  ELEMENTARY   ECONOMICS 

international  trade  adds  nothing  to  the  total  wealth  of  the  nation, 
since  it  is  obtained  only  by  the  sacrifice  of  other  goods  presumably 
of  equal  value.  Even  if  the  gold  were  obtained  by  an  international 
loan,  a  debt  is  created  equal  to  the  value  of  the  gold  obtained. 
Those  who  believe  gold  imports  are  peculiarly  favorable  must 
base  their  belief  upon  the  notion  that  gold  is  in  some  way  superior 
to  other  forms  of  wealth  or  property.  Is  there  any  basis  for  this 
notion  ?  Gold  has  certain  important  industrial  uses,  as  in  dentistry 
and  the  making  of  watches  and  jewelry ;  its  principal  other  use  is  to 
serve  as  a  medium  of  exchange.  So  far  as  its  industrial  uses  are 
concerned,  it  will  scarcely  be  maintained  that  gold  is  more  essential 
to  a  people  than  a  host  of  other  commodities,  wheat,  meat,  coal, 
iron,  steel,  lumber,  and  so  on  indefinitely.  If  a  country  lets  these 
other  things  go  in  order  to  get  gold,  it  presumably  gains  in  utility 
through  the  import  of  gold.  But  it  just  as  truly  gains  when  it 
exports  gold  in  order  to  obtain  other  things  which  it  wants  more. 
Gold  differs  not  at  all  from  other  commodities  in  this  respect,  and 
the  student  who  has  any  knowledge  of  economic  principles  need 
pursue  this  part  of  the  inquiry  no  further.  Certainly  nothing 
could  be  more  absurd  than,  by  governmental  action,  to  compel 
a  people  to  give  up  things  they  want  more  in  exchange  for  gold 
they  want  less. 

As  regards  the  use  of  gold  as  money,  the  important  fact  is  that, 
within  limits,  the  absolute  quantity  of  money  is  pretty  much  a 
matter  of  indifference.  Through  the  adjustment  of  prices,  a  given 
volume  of  exchanges  may  be  consummated  with  either  a  small  or 
a  large  quantity  of  money ;  what  occurs  is  that  the  price  level  is 
low  in  the  one  case,  high  in  the  other  case.  Wlien  gold  flows  in 
and  out  naturally,  in  response  to  the  economic  forces  which  we  have 
been  studying,  the  quantity  of  currency  and  the  price  level  in  any 
given  country  adjust  themselves  to  the  international  equilibrium, 
which  is  the  condition  most  favorable  to  the  people  of  the  country 
in  question.  To  acquire,  by  artificial  means,  a  greater  quantity 
of  gold  would  raise  the  local  price  level,  disturb  the  relations 
between  debtors  and  creditors,  disorganize  the  international 
balance  of  payments  and  the  exchange  market,  and  finally,  unless 
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prevented  by  other  measures  equally  artificial,  lead  to  the  expul- 
sion of  the  gold  itself,  all  to  no  purpose. 

Note  that  it  is  the  whole  currency  system  which  comes  into 
equilibrium  with  the  system  of  other  countries.  Now  it  may  well 
be  that  a  given  country  needs  more  gold  in  its  currency  system, 
and  that  an  inflow  of  gold  for  that  purpose  would  be  an  advantage. 
But  this  is  a  problem  of  the  monetary  domestic  system,  not  of  the 
country's  foreign  trade.  Revise  the  monetary  system  so  as  to 
require  a  greater  proportion  of  gold,  and  the  gold  will  come  in  auto- 
matically through  the  channels  of  trade.  Without  such  revision, 
the  gold  will  not  come  or,  if  brought  in,  will  not  stay. 

An  unsound  or  disordered  monetary  system  which  requires  the 
government  to  support  a  large  credit  currency  may  give  to  the 
treasury  ofl[icials  an  anxious  interest,  such  as  the  bankers  always 
have,  in  the  flow  of  gold.  The  resumption  of  specie  payments 
after  the  paper  monej-  inflation  of  the  Civil  War  was  rendered 
easier  by  a  turn  in  the  balance  of  payments  in  our  favor.  An 
unusually  large  wheat  crop  coupled  with  disaster  to  the  foreign 
crops  came  in  time  to  check  the  outward  flow  of  gold  and  start  it 
flowing  the  other  way.  For  twenty  years  thereafter  the  mainte- 
nance of  the  gold  standard,  in  the  face  of  inflation  by  greenbacks, 
silver  dollars,  and  Treasury  Notes  of  1890,  was  a  more  or  less  heavy 
burden  upon  the  Treasury  and  gave  to  the  international  move- 
ment of  gold  an  interest  which,  except  for  the  unsound  monetary 
system,  it  need  not  have  had.  This  is  no  denial  of  or  exception  to 
the  conclusions  at  which  we  had  arrived. 

In  general  the  flow  of  gold  is  an  automatic  thing,  controlled  by 
economic  forces  which  result  in  a  state  of  equilibrium  which  is  for 
each  nation  the  most  favorable  situation  possible  in  view  of  all  its 
other  circumstances.  There  is  nothing  to  set  gold  apart  as  a 
peculiarly  desirable  import,  and  nothing  to  be  gained  by  forcmg 
its  import  in  excess  of  what  would  enter  under  the  normal  operation 
of  international  trade. 

Is  an  adverse  balance  of  trade  a  sign  of  national  decline  ?  We 
have  seen  that  a  favorable  balance  of  trade  does  not  necessarily 
mean  an  inflow  of  gold,  that  an  unfavorable  balance  of  trade  does 
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not  necessarily  imply  an  outflow,  and  further  that  even  if  it  were 
possible  to  bring  about  the  importation  of  gold  by  artificial  means, 
the  final  result  could  only  be  a  rise  in  the  price  level  and  a  decline 
in  the  purchasing  power  of  the  gold  unit.  It  may  however  still 
seem  to  some  that  a  country  which  has  an  unfavorable  balance 
of  trade  is  losing  its  vigor  and  is  on  the  road  to  economic 
ruin. 

Yet  England,  Germany,  and  most  of  the  highly  industrialized 
countries  have  had  unfavorable  balances  of  trade  for  many  years. 
Year  after  year  these  countries  have  imported  a  greater  volume 
of  commodities  than  they  have  exported.  The  United  States  on 
the  other  hand  has  long  had  a  favorable  balance  of  trade.  Each 
year  a  portion  of  our  exports  have  gone  to  pay  for  the  use  of  foreign 
capital,  for  shipping,  and  banking,  and  other  services  rendered  to 
us.  A  decrease  in  our  favorable  balance  of  trade  indicates  that 
our  dependence  on  those  services  is  becoming  less,  and  an  unfavor- 
able balance  would  mean  that  foreign  countries  were  becoming 
dependent  upon  us,  were  paying  for  these  services  with  their 
manufactured  goods  or  raw  materials.  An  unfavorable  balance 
of  trade  is  far  from  being  a  stigma  of  decadence ;  it  simply  indi- 
cates that  the  economic  relations  are  different  from  those  of  a 
country  with  a  favorable  balance  of  trade.  In  particular  it  is 
apt  to  be  the  mark  of  an  old  established  nation  with  a  large  accu- 
mulation of  wealth. 

EXERCISES 

1.  Construct  a  balance  sheet  from  the  following  items,  and  determine  the 
j^/^  balance  of  trade  and  the  balance  of  payments.     Exports  of  merchandise 

f^'  $200,000,000;  tourists' expenditures  abroad,  $150,000,000;  shipping  services 
/  /  rendered  by  this  country,  §150,000,000 ;  purchase  of  foreign  bonds,  S50,000,- 
,  N'  000 ;  emigrant  remittances,  $25,000,000 ;  interest  due  to  foreign  stockholders, 
^'  $10,000,000;    imports  of  merchandise,  8140,000,000;   gold.? ? 

2.  What  effect  does  the  annual  payment  of  interest  by  the  British  govern- 
ment to  the  U.  S.  Treasury  have  on  the  sterling  rate  of  exchange?  on  our 
exports  and  imports  ? 

3.  Suppose  that  the  British  government  should  decide  to  cease  to  pay  these 
ff-  interest  charges.  Would  that  have  any  effect  on  the  rate  of  exchange  ?  on  our 
V                 exports  and  imports  ?  ^  .  ^       - 
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elasticity  of,  i,  261-66;  importance 
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Discrimination  in  rail  rates,  ii,  12-14, 
30,  34;  local,  ii,  16-21,  22;  per- 
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47 

Dollar,  stabilized,  i,  532,  548 
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See  also  Marketing ;  Trade 
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of,  ii,  68;   duties  on,  ii,  444 

Fabian  Society,  ii,  639 
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Fairs,  i,  50,  152-53 

Federal  reserve  banks,  i,  458,  487,  491- 
504;  functions  of,  i,  493;  redis- 
counting  by,  i,  493 ;  discounting  by, 
i,  493;  deposits  in,  i,  494;  reserve 
of,  i,  494,  498,  499,  503;  notes  of, 
i,  494-97;  gold  holdings  of,  i,  498, 
503;  and  government  business,  i, 
502-503 ;  statement  of,  i,  503 

Federal  reserve  system,  i,  490-504 ;  or- 
ganization of,  i,  490-92;  and  panic, 
i,  499-500,  547 ;  and  stock  market, 
i,  500-501,  547 

Federal  Trade  Commission,  ii,  63-66, 
68 

Fees,  ii,  34^-48;   defined,  ii,  346 

Fiat  money,  i,  401,  425-28,  514,  523, 
524,  530,  578 

Fiduciary  money,  i,  400,  419-25 

Financing,  i,  430-32,  466-67;  a  func- 
tion of  marketing,  i,  154,  159;  by 
retailers,  i,  162-63;  of  retailers,  i, 
163,  164-65 

Fisher,  Irving,  index  numbers  of,  i,  522 ; 
on  volume  and  value  of  trade,  i,  561 

Ford  Motor  Companv,  wage  policy  of, 
ii,  243-44 

Foreign  exchange,  i,  563-78 

Foreign  trade,  regulation  of,  i,  85-86; 
of  United  States,  i,  559-62;  sea- 
sonal, i,  568 

Franchises,  exclusive,  ii,  51-52 
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ii,  288,  631-32,  650-51 ;  economic, 
i,  56,  71,  87-89,  216-19 
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of,  ii,  90-91 
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Guilds,  i,  46-48,  56,  ii,  613 

Gold,  why  used  as  money,  i,  392-95; 
as  standard  money,  i,  396,  401-403, 
414,  531 ;  international  flow  of,  i, 
476,  498,  527-28,  571-73,  575,  580, 
583-87,  588 ;  production  of,  i,  497, 
525-26,  585;  not  a  peculiarly  de- 
sirable import,  i,  591-93 

Gold  certificates,  i,  420,  498,  499 

Gold  points,  i,  571-73 

Gold  standard,  i,  396,  403,  414,  417, 
470,  531 

Government,  functions  of,  i,  87,  195- 
214,  ii,  336-38;  investment  by,  in 
railways,  i,  184-85;  protective 
functions  of,  i,  199-210,  218 ;  de- 
velopmental functions  of,  i,  210-13 ; 
primary  functions  of,  i,  213,  ii, 
343;  in  industry,  i,  213-14,  ii,  49, 
342,  464-83 ;  borrowing  by,  i,  486, 
ii,  160,  174-75,  348-55,  413-14; 
railroad  operation  by,  ii,  36-39,  464, 
467-69;  cost  of,  ii,  335-41 ;  financ- 
ing, ii,  342-53,  399-404;  surplus 
funds  of,  ii,  355-57,  452 ;  budget  of, 
ii,  357-58;  ownership  of  land  by, 
ii,  466-67;  in  industry,  pros  and 
cons  of,  ii,  477-83 

Government  bonds,  i,  483;  artificial 
value  of,  i,  485-87 ;  tax  exempt,  ii, 
411-15 

Government  regulation,  in  English 
history,  i,  48^9,  83-86 ;  of  wages, 
i,  84,  ii,  210,  244-46;  of  marketing, 
i,  170 ;  of  railroads,  i,  186,  ii,  5,  26- 
36,  39-47;  of  shipping,  i,  193;  of 
industry,  i,  202-204,  218-19,  235, 
359-60,  361,  ii,  345;  of  working 
conditions,  i,  205,  218;  of  morals, 
i,209;  of  prices,  1,219,234-35;  rate 
base  for,  i,  383;  of  child  labor,  ii, 
520,  522-24 ;  of  woman  labor,  ii,  529 
Granger  laws,  ii,  27-28,  29 
Greenbacks,  i,  411,  424,  427-29,  504, 

523-24 
Gresham's  law,  i,  406 

Hadley,  A.  T.,  on  local  discrimination 
in  rail  rates,  ii,  18-20 


Handicraft  stage,  i,  45-51 

Haney,  L.  H.,  defines  underwriting,  i, 

119 
Harris,  E.  P.,  on  consumers'  coopera- 
tion, ii,  619-20 
Heaton,  Hubert,  on  textile  factories,  i, 

62 
Hedging,  ii,  86<-89 
Highways,  i,  174-75,  190-91 
Holding  companies,  ii,  58,  59 
Hollander,    Jacob,    on    standard    of 

living,  ii,  278 
Human  beings,  are  they  wealth?,  i,  13- 

14,  20;    services  of,  i,   17,  27-28; 

property  in,  i,  18,  20 
Hurd,  R.  M.,  on  city  land  values,  ii, 

131-32, 137-38 

Immigration,  ii,  310-30;  and  wages, 
ii,  282,  328-29,  548 ;  and  birth  rate, 
ii,  306;  defined,  ii,  312;  character 
of,  ii,  313-17,  327-30;  restriction 
of,  ii,  315-30;  and  assimilation,  ii, 
317-18,  329 

Imports,  importance  of,  i,  554-55; 
reaction  of  exchange  rates  on,  i,  587 

Income,  defined;  i,  16-17,  18;  net,  i, 
17-18;  measurement  of,  i,  22; 
national,  i,  195,  ii,  263-66,  521; 
indexes  of,  i,  269-70;  the  goal  of 
economic  activity,  i,  367;  present 
value  of  future,  i,  370-82  {see  also 
Time  preference) ;  types  of,  ii,  99, 
158;  interest  rate  and  value  of,  ii, 
180-82 ;  law  of  proportionality  and, 
ii,  235 ;  labor's  share  of,  ii,  276 ;  of 
American  families,  ii,  277-80 
See  also  Distribution 

Income  account,  i,  112-15 

Income  tax,  ii,  399,  402-20 ;  corpora- 
tion, ii,  403,  407,  415-16,  432-34; 
present  law  on,  ii,  405-409;  exemp- 
tion from,  ii,  409,  411-15;  adminis- 
tration of,  ii,  418-19;  state,  ii,  419- 
20 ;  not  shifted,  ii,  426-27 

Increasing  costs,  law  of,  i,  289 
See  also  Diminishing  returns 

Index  numbers,  i,  514-22;  defined,  i, 
516 

Individual  initiative.  See  Entre- 
preneur 

Individual  proprietorship,  i,  94-95 
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Industrial  conflict,  ii,  491,  499,  510, 
541,  563,  566-72;  devices  to  pre- 
vent or  settle,  ii,  41-45,  571-93, 
604-605 

Industrial  Revolution,  i,  55-74,  ii, 
293,  492,  520,  522;  effect  of,  on 
laborers,  i,  70-72,  218;  in  America, 
i,  72-74;  large  scale  production  a 
result  of,  i,  125 

Industrial  unions,  ii,  547-49,  550,  556 

Industry,  household  system  in,  i,  43- 
45;  handicraft  stage  of,  i,  45-51; 
domestic  system  in,  i,  51-53,  62,  71 ; 
factory  system  in,  i,  53-54,  Q0-Q4, 
71,  73 

Inge,  W.  R.,  on  race  breeding,  ii,  309 

Injunction,  ii,  573 

Insolvency,  i,  107-108 

Instalment  buying,  ii,  186 

Insurance,  ii,  80-82,  167,  255,  620;  in 
marketing,  i,  154,  158;  social,  ii, 
287,  509-12;  unemployment,  ii, 
507-13;  by  unions,  ii,  508-509,  513, 
557-58;  accident,  ii,  535-36 

Integration  of  industry,  i,  137 

Interest,  i,  333,  ii,  101,  110;  payment 
of,  i,  109,  433 ;  defined,  i,  372^;  rate 
of,  i,  372, 455, 476,  ii,  159-61, 175-88 ; 
nature  of,  ii,  99,  157-61,  183-85, 
189;  regulation  of,  ii,  190-94 

Intermediate  goods,  i,  6,  33 

Interstate  commerce,  regulation  of,  ii, 
28-36 

Interstate  Commerce  Commission,  ii, 
29,  31-34,  35,  37,  40-41,  45,  46,  67 

Invention,  i,  37-38,  ii,  518,  650;  and 
unemployment,  ii,  491-94 

Investigation,  compulsory,  of  labor 
disputes,  ii,  584-86,  587 

Investment,  ii,  90;  facilitated  by  cor- 
porations, i,  116;  middlemen  in,  i, 
117-23 

Iron,  i,  57-58,  64,  68,  69 

Jobbers,  i,  164 

Joint  cost  goods,  i,  365 

Jones,  Eliot,  on  selling  costs  of  trusts, 
i,  135-36 ;  on  U.  S.  Steel  Corpora- 
tion, i,  140;  on  railroad  costs,  ii,  8, 
9-10 

Knights  of  Labor,  ii,  546 


Labor,  a  factor  of  production,  i,  29, 
30 ;  efficiency  of,  i,  30-32,  ii,  516-18, 
577,  602-603;  conditions  of,  i,  70- 
71,  205,  218,  ii,  514-19,  539,  543; 
immobihty  of,  i,  558,  ii,  209,  218-19, 
230-33,  502,  610;  and  raikoads,  ii, 
5,  41-45,  579;  demand  for,  ii,  196- 
201,  505-507;  supply  of,  ii,  201, 
203-205,  327,  328-30,  501-505, 
565;  bargaining  power  of,  ii,  206- 
11,  213,  216-18,  240,  245,  526,  528, 
558-64,  611 ;  reserve  of,  ii,  494-96; 
defensive  policies  of,  against  un- 
employment, ii,  498-501,  566;  child, 
ii,  519-24;  woman,  ii,  519-20, 
524-29,  554-55;  unskilled,  ii,  224, 
328,  548,  555-56 
See  also  Unemployment ;  Wages 

Laborers,  ii,  195;  no  clean-cut  dis- 
tinction from  capitalist,  i,  38;  In- 
dustrial Revolution  and,  i,  70-72, 
218;  varying  productivity  of,  ii, 
211-13;  classification  of,  ii,  223-28, 
230-32 

Labor  exchanges,  ii,  503-505 

Labor  Party,  British,  ii,  542,  623, 
645-16 

Lading,  bill  of,  i,  564 

Laissez  faire,  explained,  i,  87 
See  also  Freedom,  economic 

Land,  ii,  100 ;  a  factor  of  production, 
i,  29-30,  101 ;  a  class  of  capital,  i, 
32;  value  of,  based  on  income,  i, 
376-77,  ii,  181 ;  varj'ing  produc- 
tivity of,  ii,  111-17;  private  prop- 
erty in,  and  economic  rent,  ii,  118- 
21,  144-55;  taxation  on,  ii,  151-55, 
421-24 

Land  banks,  i,  432 

Large  numbers,  law  of,  ii,  76 

Legal  tender,  i,  420,  428;  defined,  i, 
399 ;  limited,  i,  423 

Liability,  unlimited,  i,  96;  limited,  i, 
97-98,  100,  116 ;  double,  i,  100-101 ; 
defined,  i,  105;  types  of,  i,  105- 
106 

Liberty.     See  Freedom 

"Limping  standard,"  i,  415-19 

Liquidation,  period  of,  i,  539-43 

Living  costs,  ii,  277-80 

Loans,  i,  432-33,  450 ;  payment  of,  i, 
447-48 ;   nature  of,  ii,  160 ;   market 
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for,  ii,  161,  176-81;    supply  of,  ii, 
162-68 ;  demand  for,  ii,  169-75 

Lockout,  ii,  566 

Losses,  i,  107-108,  ii,  250,  252-54 

Luxuries,  i,  265-66 

MaU-order  houses,  i,  156, 161-62,  ii,  624 
Malthus,  T.  R.,  theory  of  population 

of,  ii,  290-93 
Manor,  i,  44-45 
Marginal  cost,  i,  291-95,  ii,  112 

See  also  Diminishing  returns 
Marketing,  evolution  of,  i,  49,  50,  150- 
54,  169-72;   importance  of,  i,  154- 
56 ;  functions  of,  i,  156-59 ;  agents 
in,  i,   159-69;    specialization  in,  i, 
170-72 ;  cooperation  in,  ii,  621-22 
Market  price,  i,  303,  336-37 
Market  ratio,  i,  404^08,  409-15 
Markets,  defined,  i,  167,  258;    prices 

in  different,  i,  361 
Marx,  Karl,  doctrines  of,  ii,  627, 632-37 
Materialistic  interpretation  of  history, 

ii,  632 
McFadden  Act  (1927),  ii,  488 
Mediation,  ii,  41-42,  44,  578-80 
Mercantilism,  i,  86,  580 
Merchant  marine,  i,  174,  191-94 
Middlemen,  ii,  615;    functions  of,  i, 

158,  169,  567 
Mill,  J.  S.,  on  population  and  food,  ii, 

292 
Mines,  economic  rent  from,  ii,  138-40 
Mint  ratio,  i,  403-408,  409-15 
Money,  defined,  i,  23,  391-92 ;  modern 
economy  centered  on,  i,  229-30; 
primitive,  i,  389-91 ;  functions  of, 
i,  392;  ideal  qualities  of,  i,  392-95; 
government  control  of,  i,  396-400; 
coin,  i,  397,  401;  paper,  i,  398; 
classification  of,  i,  400-401 ;  stand- 
ard, i,  400,  401^04,  459,  513; 
fiduciary,  i,  400,  419-25;  repre- 
sentative, i,  400,  419-21;  token,  i, 
401,  421-23;  credit,  i,  401,  424-25, 
426-29;  fiat,  i,  401,  425-28,  514, 
523,  524,  530,  578;  bimetallic,  i, 
403-15 ;  history  of  American,  i, 
409-12,  416-19,  426-29,  504,  523- 
29,  593;  "limping  standard"  in,  i, 
415-19;  "lawful,"  i,  424;  Amer- 
ican, in  circulation,  i,  429,  504-506 ; 


currency  based  on,  i,  459 ;  value  of, 
i,  507-14,  519-25,  527-32 ;  value  of, 
defined,  i,  509 ;  factors  determining 
value  of,  i,  509-14 ;  effect  of  quan- 
tity on  value  of,  i,  510,  512-13,  523- 
25,  527-29;  velocity  of  circulation 
of,  i,  511,  512-13;  inflation  of,  by 
gold,  i,  525-28;  effects  of  fluctuat- 
ing value  of,  i,  529-31 ;  stabilized, 
i,  532,  548 ;  quantity  of,  and  interest 
rate,  ii,  178-80 

Monopolies,  i,  141,  143,  345,  349-50 
dependent  on  corporate  form,  i,  117 
problem  of,  i,  134,  346,  ii,  54,  483 
regulation  of,  i,  203,  235,  361,  ii,  25 
483;  forces  favoring,  i,  335,  ii,  70 
prices  under,  i,  350-60,  ii,  48,  69 
profit  of,  in  relation  to  capital,  i 
354-57;  among  shippers,  ii,  21 
railroad,  ii,  23-25,  35 ;  defined  and 
classified,  ii,  48;  legal,  ii,  49-52,  69 
natural,  ii,  49,  52-53,  69 ;  capitalis- 
tic, ii,  53-69;   limits  to,  ii,  71-72 

Mores,  economic  significance  of,  i,  209 

National  banks,  i,  458,  483-89,  491, 

495-97,  502 ;   notes  of,  i,  424,  483- 

87,  495-97,  506 
Necessities,  i,  265-66 
Note  brokers,  i,  462 
Notes,  i,  103;   promissory,  i,  424-25, 

432-35;    proceeds  of,  i,  433,  434; 

secured,  i,  435;    federal  reserve,  i, 

494-95 

See  also  Bank  notes ;  Discount 

Oneida  Ck)mmunity,  i,  75 


Panama  Canal,  ii,  470 

Panic,  i,  490,  541-42 ;  of  1893,  i,  417 ; 

of  1814,  i,  482 ;  of  1837,  i,  482 ;  and 

federal  reserve,  i,  499-500,  542 
Paper,  trade,  i,  434-36 
Paper  money,  i,  398 ;  for  token  coins, 

i,  429 
Partnership,  i,  95-98,  99;    limited,  i, 

97-98 
Patents,  ii,  50,  345 
Patten,  James  A.,  on  grain  prices,  i, 

298,  320 
Pigou,  A.  C,  on  income  distribution, 

ii,  285 ;  on  mediation,  ii,  578-79, 580 
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Pittman  Act,  i,  418 

Plumb  Plan,  ii,  39,  641 

Pool,  a  monopoly  device,  ii,  56-57 

Population,  ii,  290-309 ;  checks  upon, 
ii,  242,  291,  293,  297-99;  quanti- 
tative problem  of,  ii,  290-305; 
qualitative  problem  of,  ii,  290,  305- 
309,  318;   densities  of,  ii,  311-12 

Postal  service,  ii,  465,  471-75 

Poverty,  ii,  277,  286 

Power,  i,  60-62,  129 

Price,  i,  22,  248;  defined,  i,  24;  dis- 
tinguished from  value,  i,  24;  con- 
trols production  and  consumption, 
i,  90-93,  168,  218,  227-29;  fluctua- 
tions in,  i,  230-32;  consumers'  in- 
fluence on,  i,  235-37,  256 ;  individ- 
ual's relation  to,  i,  237,  255-56,  298, 
329 ;  marginal  utility  and,  i,  246-47, 
251-55;  governed  by  cost,  i,  278- 
83,  295,  330,  346;  market,  i,  303, 
336-37 ;  fixed  by  a  sole  buyer,  i,  305, 
322;  higgling,  i,  349;  monopoly,  i, 
350-60,  ii,  48,  69;  equilibrium  of,  i, 
557-58;  relation  of,  to  economic 
rent,  ii,  123-26,  135-38 
See  also  Competitive  prices ;   Prices 

Price  fixing,  by  cartels,  i,  141 ;  by  gov- 
ernment, i,  219,  234-35;  by  custom, 
i,  234-35 

Price  level,  general,  i,  231-32,  326n, 
497,  509,  512,  523-25,  527-28; 
measured  by  index  numbers,  i,  514- 
22;  and  business  cycle,  i,  533-35; 
secular  trend  in,  i,  534 

Price  relatives,  i,  515 

Prices,  fixing  of,  i,  141,  219,  234-35; 
cutting  of,  i,  332-34,  335,  ii,  70,  71- 
72;  mutually  related,  i,  361-65; 
stability  of,  important,  i,  460; 
speculation  equalizes,  ii,  83-85 
(See  o?so  Competitive  prices;   Price 

Private  property,  i,  88,  215,  217,  ii, 
648 ;  in  land,  economic  rent  and,  ii, 
118-21,  144-55;  socialist  criticism 
of,  ii,  627,  630,  637 

Produce  exchanges,  i,  167-69,  ii,  86,  92 

Producers,  agreements  by,  i,  334,  335, 
345 

Production,  i,  26-41;  defined,  i,  26, 
27-28;  factors  of,  i,  28-29;  in- 
direct, i,  34-37 ;  control  of,  i,  83-93, 


141,  143,  155,  215-16,  218;  motive 
of,  i,  89-90;  large-scale,  i,  116,  125- 
34  (see  also  Combination) ;  large- 
scale,  economies  of,  i,  128-33,  287, 
ii,  628 ;  large-scale,  field  of,  i,  133- 
34;  small-scale,  i,  128;  consumers' 
influence  on,  i,  237;  indexes  of,  i, 
271-72,  344;  restriction  of,  by 
workers,  ii,  498-501,  566;  socialist 
criticism  of,  ii,  630 
See  also  Business  cycle;  Costs  of 
production 

Profit  and  loss  statement,  i,  112-15 

Profits,  ii,  99,  228,  247-62 ;  and  risk, 
ii,  79,  255-59,  260;  speculative,  ii, 
90,  92;  defined,  ii,  250;  criticisms 
of  system  of,  ii,  260-62;  and  co- 
operation, ii,  611-12,  615,  617, 
618-19 

Profit  sharing,  ii,  597-605,  611 

Promoters,  ii,  256-58 

Property,  defined,  i,  18,  ii,  383;  divi- 
sion of,  i,  18-19 ;  in  free  persons,  i, 
20;  distinguished  from  wealth,  i, 
20-21,  ii,  383;  evidence  of,  i,  21, 
368-70;  private,  i,  88;  valuation 
of,  i,  369-70,  375 

Property  account,  explained,  i,  104- 
107,  109-10 

Property  tax,  general,  ii,  375-98; 
assessment  of,  i,  384,  ii,  377-79,  383- 
93,  395-98,  434-35 ;  theoretical  de- 
fects of,  ii,  393-94;  corporations 
and,  ii,  434-36 

Proportionality,  law  of,  ii,  235;  ap- 
plied to  labor  groups,  ii,  238 

Prosperity,  i,  535-40,  544 

Protection,  i,  73,  180,  ii,  372,  447,  448, 
450,  451-63 ;  fiscal  weakness  of,  ii, 
451-52;  pros  and  cons  of,  ii,  454— 
63 ;  military  reason  for,  ii,  462-63    j 

Public  health,  ii,  287 

Public  utilities,  ii,  4;  government 
regulation  of,  i,  235,  361 ;  decreasing 
costs  in,  i,  331,  335 ;  monopoly  in,  i, 
335,  361,  ii,  51-52,  71,  480;  taxation 
of,  ii,  435-36 

Purchase,  elasticity  of,  i,  261-66, 
352 

Purchasing  power,  of  public,  i,  267, 
268-69 ;  the  value  of  money,  i,  509 ; 
of  money,  i,  519-25,  528-30 
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Raiffeisen  banks,  ii,  615-16 

Railroads,  early,  in  England,  i,  66-68 ; 
growth  of  American,  i,  182-87; 
government  investment  in,  i,  184- 
85,  ii,  3 ;  capitalization  of,  i,  187,  ii, 
6;  economic  services  of,  i,  187-89; 
are  public  utilities,  ii,  4;  com- 
petition among,  ii,  5,  14-16,  20,  22- 
24,  31,  34,  45;  and  labor,  ii,  5,  41- 
45,  579 ;  government  regulation  of, 
ii,  5,  26-39,  39-47 ;  decreasing  costs 
in,  ii,  5,  8-10,  13,  14;  costs  of,  ii, 
6-11;  rates  of,  ii,  11-22,  35,  40; 
monopoly  of,  ii,  23-25,  35;  state 
regulation  of,  ii,  26-30;  federal 
regulation  of,  ii,  28-36,  39-47 ;  war 
time  operation  of,  by  government, 
ii,  36-39;  consolidation  of,  ii,  45 

Rastall,  W.  H.,  quoted;  i,  294 

Rationalization,  i,  141-42 

Recovery,  business,  i,  543-44 

Rediscount,  i,  452,  469 

Regulation,  by  economic  forces,  i,  83, 
87-93,  202-203 
See  also  Government  regulation 

Reichsbank,  German,  i,  472,  478-79 

Rent,  ii,  100,  101 

See  also  Economic  rent 

Representative  money,  i,  400,  419-21 

Reserve,  i,  424,  429,  439,  458,  484,  ii, 
77;  function  of,  i,  450,  462;  ratio 
of,  i,  450-55,  494,  498 ;  centralized, 
i,  469,  487,  489-90,  494,  497-99;  in 
France,  i,  470,  471;  in  United 
Kingdom,  i,  473-74,  477;  in  Ger- 
many, i,  479 ;  in  Canada,  i,  479-80 ; 
of  federal  reserve  banks,  i,  494,  498, 
499,  503 

Retailers,  i,  159-63;  functions  of,  i, 
162-63 

Renter,  E.  B.,  on  population  increase, 
ii,  297 

Revenue  system,  of  U.  S.,  ii,  399-404, 
444 

Ripley,  W.  Z.,  on  local  discrimination 
in  rail  rates,  ii,  17;  plans  rail  con- 
solidation, ii,  45;  on  pool  prices,  ii, 
56-57 

Risk,  ii,  73-82,  86-89;  in  marketing, 
i,  157-58;  reducing,  ii,  75-78,  80- 
82,  86-89;  and  law  of  large  num- 
bers, ii,  76;    and  reserves,  ii,  77; 


transferring,  ii,  78-82,  89;  profit 
and,  ii,  79,  255-59 

Rochdale  system,  ii,  617-19 

Roosevelt,  Theodore,  anti-trust  cam- 
paign of,  ii,  61-62 

Ross,  E.  A.,  on  infant  mortality,  ii,  301 

Saving,  i,  35-37,  39-40,  ii,  270,  650; 
incentives  to,  i,  39,  217,  ii,  162-68, 
194 

Savings,  credit  depends  on,  i,  431 

Savings  banks,  i,  116,  432,  464-65,  484 

Schulze-Delitsch  banks,  ii,  615-16 

Securities,  marketing  of,  i,  117-23; 
price  variation  in,  i,  537-39,  542 

Security  holding  companies,  ii,  58,  59 

Selling,  i,  158,  164,  266 

Services,  defined,  i,  16 

Sherman  Act,  and  silver  standard,  i, 
417-18 

Sherman  Anti-Trust  Act,  ii,  35,  58, 
60-61,  62,  64-65 

Silver,  why  used  as  money,  i,  392-95 ; 
as  standard  money,  i,  403;  free 
coinage  of,  abolished,  i,  411,  415; 
acts  compelling  coinage  of,  i,  416- 
19;  token  coins  of,  i,  422-23 
See  also  Bimetallism 

Silver  certificates,  i,  420,  504 

Single  Tax  movement,  ii,  151-55 

Socialism,  ii,  146,  626-51 ;  compulsory 
arbitration  and,  ii,  591,  593;  Guild, 
ii,  613,  623,  640-41 ;  programs  of, 
ii,  627,  637-43 ;  defined,  ii,  628;  in- 
fluence of  Marx  on,  ii,  637,  645,  646 ; 
state,  ii,  638-39,  642 ;  extent  of,  ii, 
643-46;  judgment  of,  ii,  646-51 

Soviet,  ii,  642 

Specialization,  beginning  of,  i,  49,  51 ; 
regional,  i,  81,  82,  173,  181-82, 
188,  550-55;  in  combinations,  i, 
136;  in  marketing,  i,  170-72;  gain 
from,  i,  550-55 
See  also  Division  of  labor 

Speculation,  i,  168,  547,  ii,  82-93 ;  de- 
fined, ii,  82;  technique  of,  ii,  83; 
services  of,  ii,  83-90,  92-93 

Standard  money,  i,  400,  401-404,  459, 
513 

Standard  of  living,  i,  70,  72,  266,  ii, 
281 ;  and  wage  theory,  ii,  239-43, 
590,  634 ;  minimum,  in  America,  ii, 
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278-80 ;  and  birth  rate,  ii,  304 ;  and 
immigration,  ii,  316,  318 

Stock.     See  Capital  stock 

Stock  exchanges,  i,  120-22,  338-39,  ii, 
86,  92 

Stoppage  at  source,  ii,  418,  433 

Strike  breakers,  ii,  499,  568-69 

Strikes,  ii,  491,  499,  510,  541,  563,  566- 
72;  devices  to  prevent  or  settle,  ii, 
41-45,  571-93,  604-605;  syndical- 
ists and,  ii,  639 

Subsidies,  ship,  ii,  463 

Supply,  agreements  controlling,  i,  141, 
143,  345 ;  controlled  by  cost  of  pro- 
duction, i,  282,  283,  298 ;  defined,  i, 
296,  310;  and  stock,  i,  296-98,  317, 
341;  law  of,  i,  298-301;  and  de- 
mand, effect  of,  on  price  and  quan- 
tity exchanged,  i,  301-305,  306, 
312-29 ;  by  monopoly,  i,  305n,  350  ; 
two  meanings  of,  i,  309-10;  effect 
of  increased,  i,  316-19,  325,  327-28; 
effect  of  decreased,  i,  319-20,  324, 
325,  326,  329;  under  decreasing 
costs,  i,  331 ;   potential,  i,  341-44 

Surplus,  i,  91 ;  in  property  account,  i, 
106-107;  producer's,  ii,  108-109, 
113-14,  119,  123 

Syndicalism,  ii,  639,  645 

Taft,  W.  H.,  ii,  580;  against  trusts, 
ii,  62 

Tariff,  i,  192,  ii,  444-63;  history  of 
British,  i,  68,  86,  ii,  450 ;  protective, 
i,  73,  180,  ii,  372,  447,  448,  450,  451- 
63 ;  revenue  from  American,  ii,  401, 
402,  404,  444,  451-52 ;  a  regressive 
tax,  ii,  431 ;  shifting  and  incidence 
of,  ii,  445-46,  449 ;  economic  effects 
of,  ii,  448-50 ;  for  revenue,  ii,  449- 
51 ;  and  wages,  ii,  457-60 

Taussig,  F.  W.,  on  French  bimetallism, 
i,  413-14;  classification  of  workers 
by,  ii,  224-26;  on  compulsory 
arbitration,  ii,  591 

Taxation,  on  land  values,  ii,  151-55, 
421-24 ;  distribution  of,  ii,  359-74, 
388,  394,  409-10,  421-31;  propor- 
tional, ii,  363;  progressive,  ii,  364, 
414,  416-19,  433;  regressive,  ii, 
365,  367,  368,  431 ;  exemption  from, 
ii,  365-66,  409,  411-15,  416,  433, 


438;  shifting  and  incidence  of,  ii, 
369,  370-71,  421-31,  441,  445-46, 
463 ;  indirect,  ii,  369-70,  371,  401 ; 
evasion  of,  ii,  370,  392,  396 ;  direct, 
ii,  371,  400;  purposes  of,  ii,  372-73, 
449-50,  451 ;  terms  in,  ii,  373-74, 
382;  rate  of,  ii,  379-81,  391-92, 
397-98,  416-18;  multiple,  ii,  394, 
407,  433,  434,  436,  440-41 ;  history 
of  federal,  ii,  399-404 
See  also  Taxes 
Taxes,  defined,  ii,  344;  consumption, 
ii,  366,  428,  431;  business,  ii,  367, 
436-37;  poll,  ii,  368,  443;  county, 
ii,  378,  395;  state,  ii,  378,  395; 
excise,  ii,  401-402,  427-31;  in- 
heritance, ii,  437-42 
See  also  Income  tax ;  Property  tax ; 
Taxation 
Textiles,  i,  58-64,  69 
Time  preference,  i,  370-72,  ii,  163-65, 
172-74,  186-87;  and  capital  pro- 
duction, ii,  156-58;  defined,  ii,  165 
Token  money,  i,  401,  421-23 
Trade,  development  of,  i,  49,  80,  149- 
54;  function  of,  i,  148;  coastwise, 
i,  193-94;  government  services  to, 
i,  212-13;  value  of  money  varies 
with,  i,  510,  512-13,  524-25;  in- 
terregional, i,  549-59 ;  obstacles  to, 
i,  558;  domestic,  i,  559;  "favor- 
able" and  "unfavorable"  balances 
of,  i,  580,  591-94 

See  also  Exchange ;  Foreign  trade ; 
Free  trade 
Trade  Commission  Act,  ii,  63,  64,  65 
Trade  unions,  ii,  329,  537-70,  576; 
contrasted  with  guilds,  i,  47-48; 
origin  and  growth  of,  i,  55,  72,  ii, 
537-46;  and  collective  bargaining, 
i,  218,  ii,  213,  558-62,  563,  574-76 
{See  also  Labor,  bargaining  power 
of);  and  wage  rates,  ii,  213,  217, 
559;  restrictive  tendencies  of,  ii, 
498-501,  564^6;  benefit  systems 
of,  ii,  508-509,  513,  557-58;  mem- 
bership of,  ii,  537-38,  541,  551-56; 
and  political  action,  ii,  542,  54&-51, 
593 ;  structure  of,  ii,  546-47 ;  non- 
economic  activities  of,  ii,  556;  and 
closed  shop,  ii,  562-64;  closed,  ii, 
562,  565;   and  strikes,  ii,  541,  563, 
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567-70;  and  profit  sharing,  ii,  598, 
605;  and  co-partnership,  ii,  606, 
610 

Transfer,  defined,  i,  22-23 

Transportation,  i,  65-68,  83,  363; 
regional  specialization  dependent 
on,  i,  81,  173,  181-82,  549 ;  a  func- 
tion of  marketing,  i,  158,  163,  165; 
development  of  American,  i,  173- 
94;  facilitated  by  government,  i, 
212;  cost  of,  and  trade,  i,  556-57 

Transportation  Act  (1920),  ii,  30,  39- 
43,  45-^6,  583,  592 

Treasury,  U.  S.,  i,  482,  483,  484,  502- 
503 

Trust  companies,  i,  432,  464,  484,  491 

Trusts,  ii,  54,  57-58 ;  laws  against,  ii, 
33,  35,  58,  59-^9 

Underwriting,  i,  118-20;  defined,  i, 
119 

Unearned  increment,  ii,  150;    future, 
ii,  155 
See  also  Economic  rent 

Unemployment,  ii,  489-513 ;  from 
business  fluctuations,  i,  545,  546, 
491,  496-98;  and  minimum  wage, 
ii,  245-46;  extent  of,  ii,  490-91; 
causes  of,  ii,  491-98,  501-503; 
seasonal,  ii,  494-96,  506-507;  de- 
fensive policies  of  labor  against,  ii, 
498-501,  513;  remedies  for,  ii,  501- 
507;  insurance  against,  ii,  507-13 

Unions.  See  Industrial  unions; 
Trade  unions 

United  States,  political  organization 
in,  i,  197-98 

United  States  Steel  Corporation,  i, 
138-40,  143-44 

Utility,  defined,  i,  11,  18;  creation  of, 
i,  26-27;  forms  of,  i,  27;  subjective 
side  of,  i,  237-39 ;  marginal,  i,  239- 
40,  244-47,  ii,  90n;  marginal, 
related  to  demand,  i,  248-55,  376, 
379;  total,  i,  246,  250-51;  and 
price,  i,  246-47,  251-55,  376 

Value,  the  common  unit  of  measure,  i, 
22,  24-25;  defined,  i,  23-24;  dis- 
tinguished from  price,  i,  24 ;  par,  i, 
108;  book,  i,  108-109,  382 ;  market, 


i,  109,  383;  present,  of  future  in- 
come, i,  370-82;  tax,  i,  384,  ii, 
388-91,  395,  398;  labor  theory  of, 
ii,  633-34 

Wages,  ii,  99,  195 ;  regvilation  of,  i,  84, 
ii,  210,  244-46 ;  the  price  of  labor,  i, 
233,  ii,  195 ;  real,  i,  530,  536,  545,  ii, 
233-39,  515,  516-19;  forces  de- 
termining, ii,  195-211,  216,  502; 
based  on  discounted  marginal  pro- 
ductivity, ii,  197-200,  203-205,  219- 
20,  229-30;  law  of,  ii,  203,  220; 
sphere  of  bargaining  in,  ii,  206-11; 
laws  fixing  minimum,  ii,  210,  244- 
46;  variation  of,  within  groups,  ii, 
211-14,  216-19,  226-28,  243-44; 
systems  of  payment  of,  ii,  214-16; 
of  independent  workers,  ii,  220-21 ; 
differences  in,  between  groups,  ii, 
223-26,  228-30,  233;  standard  of 
living  theory  of,  ii,  239-43,  590, 
634;  policy  of  high,  ii,  242-44; 
immigration  and,  ii,  282,  328-29, 
548 ;  and  tariff,  ii,  457-60 ;  utility 
of  steady,  ii,  496 ;  hours  and,  ii, 
516-19;  of  women,  ii,  526-28; 
Marxian  view  of,  ii,  633-34 

Wages  of  management,  ii,  184,  248-50 

Walker,  F.  A.,  on  science  and  art,  9-10 

Wants,  i,  3 ;  divided  into  necessities 
and  luxuries,  i,  4-7;  utility  the 
satisfaction  of,  i,  11 ;  not  demand,  i, 
259 ;  indicators  of,  i,  267-68 

Waterways,  American,  i,  176-79,  186, 
189-90 

Watson-Parker  Act,  ii,  43-45 

Wealth,  defined,  i,  12-14;  income  of, 
i,  16-17;  costs  of,  i,  17;  net  income 
of,  i,  17-18;  distinguished  from 
property,  i,  20-21 ;  measurement 
of,  i,  22;  production  of,  i,  26-28; 
government  consumption,  produc- 
tion and  distribution  of,  i,  195-97; 
taxation  of,  ii,  393;  national,  of 
U.  S.,  ii,  455 
See  also  Distribution 

Webb-Pomerene  Act,  ii,  68 

Wholesalers,  i,  160,  163-66,  171; 
functions  of,  i,  164-65 

Wilson,  Woodrow,  against  trusts,  ii,  63 


